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CHAPTER  I;  EXECUTIVE  SUMMARY 

CONCLUSION 

The  pviipose  of  this  report  is  to  investigate  the  profitability 
of  the  U.S.  shipbuilding  industry  for  the  thirty  year  period  from 
1947  through  1976.  The  impetus  for  this  study  came  from  Profit  76 
which  alleged  that  the  shipbuilding  industry  was  the  least  profit- 
able segment  of  our  Defense  Industrial  Base.  This  earliei  report 
also  suggested  that  the  Defense  Industrial  Base  was,  in  turn,  less 
profitable  than  other  segments  of  our  economy.  Based  on  our  data. 
Profit  76  appears  to  be  at  least  partially  correct.  As  shown 
in  E.xhibit  1,  the  eleven  companies  comprising  our  sample  had 
sales  of  approximately  $21,800,000,000  and  earned  profits  of 
$37,100,000  or  only  l/6th  of  I'Jo  of  sales  for  the  ten  years  ending 
in  197b.  Profit  76  reported  pretax  profits  of  2.9%  and  3.6%  for 
government  and  commercial  sales  respectively,  but  for  a shorter 
time  period  and  for  a smaller  segment  of  the  industry.  In  addi- 
tion, Profit  76  did  not  aggregate  industry  profit  and  losses  but 
reported  them  separately.  As  shown  in  Table  I,  our  eleven  company 
sample  accounted  for  66.7%  of  the  industry's  sales  for  the  period 
and  includes  all  but  one  of  the  largei'  firms  within  the  industiy 
(Bethlehem  Shipbuilding  Company).  Because  of  the  longei  time 
period  covered  and  the  more  complete  representation  of  the  industry, 
we  believe  that  our  data  base  is  the  more  appropriate  one  from 
which  to  diaw  generalizations  on  the  industry's  performance. 

Perhaps  the  most  significant  finding  of  this  study  is  that 
the  industry  is,  and  has  long  been,  two-tiered.  As  shown  in 
Exhibit  I and  subsequent  exhibits,  one  group  cf  companies  has  been 
consistently  profitable  for  at  least  thirty  years.  Another  group 
has,  almost  as  consistently,  sustained  losses.  Since  the  two- 
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tiered  nature  of  the  industry  has  a thirty  year  history,  the  use 

of  aggregated  data  in  the  industry  may  be  misleading.—^ 

Of  almost  equal  significance  is  the  finding  that  the  "old 

line"  shipbuilding  firms  faired  better  profitwise  than  the  newer, 

aerospace  oriented  entrants  into  the  industry.  General  Dynamics 

(Quincy),  Lockheed,  and  Litton  account  for  the  bulk  of  the  industry's 

2/ 

losses  after  1966.-  Of  the  old  line  firms,  only  Todd  Shipbuilding 

sustained  a large  loss  (1975).  Unlike  the  aerospace  group,  howevei , 

this  loss  was  realized  on  commercial  as  opposed  to  Navy  contracts. 

Conversely,  even  some  of  the  more  profitable  old  line  companies 

sustained  episodic  losses  in  the  ten  years  ending  in  1976  suggest- 

3 ' 

ing  critical  instcibilities  within  the  industry  after  1967.-" 

Policywise,  it  would  appear  that  those  companies  which  main- 
tained a conservative  posture  on  sales  growth  coupled  with  nominal 
but  consistent  reinvestments  in  new  plant  and  equipment  did  better 
financially  than  those  firms  that  sought  after  rapid  growth.  In 
shipbuilding,  small  appears  to  be  beautiful.  This  follows,  in  our 
opinion,  from  the  fact  that  the  industry  historically  has  been  com- 
prised of  small  to  medium-sized,  thinly  capitalized  firms. 

Last,  there  is  no  direct  and  conclusive  evidence  at  this  time 
that  Navy  construction  is  anymore  or  less  profitable  than  commer- 
cial construction.  At  best,  it  can  be  shown  that  it  is  more  pro- 
fitable to  construct  non-combatants  for  the  Navy  than  combatants. 

The  profit  deterioration  incurred  by  Newport  News  and  Bath  Iron 
Works,  both  of  whom  are  combatant  oriented,  appears  to  directly 
support  this  contention.  The  enhanced  profitability  of  firms 
such  as  Nassco  who  construct  non-combatants  represents  the  re- 
verse side  of  the  coin. 

In  summary,  then,  industry  profits  are  less  than  satisfactory 
irrespective  of  the  measures  used.  The  unanswered  question  at  this 
time  is  whether  their  lackluster  performance  is  due  to  the  under- 
lying economics  of  the  U.  S.  shipbuilding  industry  or  due  to  the 


I 
I 

f 

inadequacies  of  specific  companies  within  the  industry.  Our 
analysis  would  tend  to  support  the  conclusion  that  a firm's 

V 

j profitability  is  more  a function  of  the  quality  of  management 

than  It  IS  of  the  general  economic  environment  in  which  the  in- 

I dustry  operates. 

I 

HISTORICAL  FRAMEWORK 

In  order  to  complete  our  analysis,  we  selected  three  time 
frames  for  review: 

o 1947-1956 

o 1957-1966 

o 1967-1976 

The  choice  of  these  three  time  periods  is  not  arbitrary.  Our 
early  reviews  of  the  data  suggested  a rather  stable  industry  from 
1947  through  1956,  if  profitability  is  used  as  the  criterion.  The 
impact  of  the  Korean  War  is  reasonably  evident  (profits  up)  as  is 
the  lack  of  any  defined  or  concerted  foreign  competition.  During 
this  period,  none  of  the  companies  lost  money,  and  sales  growth 
appears  to  be  stable. 

After  1957,  however,  sales  growth  becomes  more  volatile  and 

operating  losses  of  significance  begin  to  appear.  Taken  together, 

these  two  factors  suggest  that  competition  within  the  industry  during 

these  ten  years  was  less  than  orderly.  Although  we  believe  this 

to  be  due  to  the  growth  of  foreign  competition,  the  lack  of  a 

national  commitment  to  the  shipbuilding  industry,  and  the  growing 

complexity  of  the  ships  then  being  ordered  by  the  Navy,  no  direct 

evidence  of  this  is  available.  Our  conclusions  here  are  based 

solely  on  an  interpretation  of  the  available  data,  a review  of 

industry  oriented  literature,  and  discussions  with  knowledgeable 

4/ 

Navy  and  industry  personnel. - 
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These  conclusions  appear  to  be  justified  by  the  industry's 
performance  after  1966.  The  ten  years  from  1966  on  are  charactei- 
ized  by  rapid  sales  growth  and  extreme  volatility  profit-wise. 
After  1966,  some  of  the  major  firms  within  the  industry  sustained 
significant,  operating  losses.  Other  firms  earned  profits  which, 
based  on  prior  history,  appear  to  be  substandard.  Conversely, 
some  previously  marginal  firms  showed  substantial  gains  in  profit- 
ability reflecting,  on  one  hand,  the  increased  demand  for  ships 
generated  by  Nav’y  acquisition  programs  and  the  Maritime  Acts  of 
1970  and,  on  the  other  hand,  the  lack  of  an  orderly  environment 
within  the  industry.  Last,  after  1968,  there  were  major  changes 
in  the  capital  investment  policies  implemented  by  the  industry, 
further  affirming  the  major  structural  changes  within  the  industry 
that  began  with  the  takeover  in  the  mid  to  late  1960s  by  the  con- 
glomerates of  significant  segments  of  the  industry.  (Data  on  the 
conglomerates  is  presented  in  Appendix  A.) 


THE  DATA  BASE:  194'^-1976 


The  data  base  used 
for  the  period  shown: 


in  this  study  included  the  following  firms 


o 

Avondale 

(194'7-197b) 

o 

Li tton/Fascagoul a 

( 1947-1976  ) 

o 

Bath  Ironworks 

( 1947-1976) 

o 

Maryland  Drydock 

( 1947-1972  ) 

o 

Sun  Shipbuilding 

( 1947-1970) 

o 

American  Shipbuilding 

(1960-1976  ) 

o 

Newport  News 

( 194-^-1970  ) 

o 

Nassco 

( 194'"-19-’6) 

o 

Alabama 

( l94-’-197b  ) 

o 

Todd 

(1947-10-^6  ) 

o 

New  York  Shipbuilding 

( 194  ’-1060 ) 

o 

Electric  Boat 

( 104  ’-19S2  ) 

o 

General  Dynamics 

( 1 068-1976 ) 

lale , 

Sun,  Todd,  Litton  and  Nassco 

provided  the  project 

staff  with  proprietary  data  some  of  which  was  also  available  from 


m 


f.W- 
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public  sources.  The  data  on  the  other  companies  were  derived  from 
public  documents,  primarily  the  Dow- Jones  archives.  Supplemental y 
data  were  taken  from  publicly  available  annual  reports,  S.E.C. 
documents,  and  that  portion  of  a company's  financial  history  rou- 
tinely available  from  the  Renegotiation  Board  under  the  provisions 
of  the  Freedom  of  Information  Act.  (See  Appendices  B and  C for 
data  on  Newport  News  and  General  Dynamics,  respectively.) 

With  the  exception  of  Newport  News,  Lockheed,  Bath  Ironworks, 
and  General  Dynamics  (both  Quincy  and  Electric  Boat),  the  reporting 
base  for  each  of  the  companies  is  reasonably  consistent  from  1947 
through  197b.  The  data  on  New^'ort  News  and  Bath  lost  consistency 
after  they  were  acquired  by  conglomerates  in  the  1960's.  The  data  on 
Electric  Boat  and  G.D. /Quincy  is  tenuous  from  1953  on.  Data  on 
Lockheed  is  at  best  sketchy.  Because  of  this,  we  have  had  to  make  some 
extrapolations  of  data;  i.e.,  we  derived  post-tax  earnings  for  these 
companies  by  applying  a 50%  tax  rate  to  reported  pre-tax  income. 
Although  this  serves  to  provide  some  distortions  to  the  data  on  the 
individual  company,  we  do  not  believe  that  it  otherwise  invalidates 
our  conclusion  on  profit  trends  either  within  the  company  or  within 
the  industry.  With  profits  a mere  $37,000,000  or  l/6th  of  1%  of  sales 
any  upward  adjustment  of  $200,000,000  would  not  otherwise  alter  the 
overall  conclusions  on  industry  profitability  set  forth  earlier  in  this 
report . 

Last,  1947  is  used  as  the  starting  point  in  this  study  because 
it  appeared  on  inspection  to  be  the  first  normal  postwar  year  for 
the  industry.  The  study  was  carried  forward  to  1976  on  the  assump- 
tion that  our  ultimate  concern  was  with  the  current  condition  of 
the  industry.  We  sought  the  historical  data  for  comparative  purposes 
only.  This  data,  however,  proved  useful  in  providing  insights  to 
what  may  well  be  termed  the  "normal  profits"  earned  within  the 
industry,  the  cyclicality  of  these  profits,  and  those  profit 
driving  factors  that  impact  the  industry.  These  will  be  discussed 
later  in  this  report. 


-10- 


DATA  BASE:  EXHIBITS  I,  II  AND  III 

As  noted  earlier,  after  1966  public  data  only  on  sales  and 
profits  before  taxes,  interest,  and  other  unspecified  charges 
was  available  for  Newport  News,  General  Dynamics.  Bath  Ironworks, 
and  Lockheed.  Exhibit  II  presents  data  for  these  firms  for  the  years 
after  1966  as  derived  from  published  annual  reports  and  the  10-K 
forms  filed  with  the  S.  E.  C.  Much  of  this  data  was  later  checked 
for  consistency,  in  order  to  avoid  gross  misinterpretations.  The 
data  subsequently  were  corrected  for  a 50%  tax  rate.  Although  we 
recognize  the  shortcomings  of  so  arbitrary  an  approach,  we  do  not 
believe  that  it  distorts  significantly  the  profit/sales  ratio  reported 
earlier . 

Exhibit  III  then  combines  the  data  from  these  four  companies 
in  summary  form  and  relates  this  to  the  data  on  the  seven  companies 
for  which  we  have  complete  data.  This  then  confirms  the  data  on 
industry  profit  set  forth  in  Exhibit  I . Because  of  the  commitment 
to  corporate  confidentiality  made  to  a number  of  the  firms,  disaggre- 
gated data  for  each  of  the  seven  companies  cannot  be  made  available 
publicly.  However,  this  data  is  in  the  possession  of  the  study 
group  and  was  used  to  verify  the  figures  set  forth  in  Exhibit  I. 

Exhibit  IV  then  presents  data  on  the  industry's  performance 
for  the  three  time  periods  analyzed  in  this  report.  Bath,  Newport 
News,  Electric  Boat  (1947  - 1952)  and  G.  D.  both  Quincy  and  Electric 
Boat,  (1967  - 1976),  and  Lockheed  are  specifically  identified.  The 
remaining  nine  companies  for  whom  we  had  complete  data  are,  once  again 
not  identified.  In  order  to  assure  confidentiality,  sales,  net  worth, 
and  profit  figures  have  been  indexed.  Two  of  the  companies  either 
exitted  the  industry  after  1966  or  lost  their  corporate  identity 
and  are,  therefore,  not  included  in  our  analysis  for  the  1967/76 
time  frame. 
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It  is  this  particular  Exhibit  which  formed  the  basis  for 
our  earlier  conclusion  on  the  two-tiered  nature  of  the  industry.  Of 
especial  interest  is  the  improved  profitability  experienced  after 
1967  by  a number  of  the  smaller,  "old-line"  shipbuilding  firms 
(Companies  A,  D,  E,  H,  and  I). 

In  our  opinion  the  enhanced  profitability  of  these  medium- 
sized firms  can  be  attributed  to  the  increased  demand  for  commercial 
vessels  generated  by  the  Maritime  Acts  of  1970.  In  other  words,  the 
industry  performed  in  consonance  with  conventional  economic  theory; 
an  increase  in  demand  created  the  environment  for  increased  sales 
and  profits.  Conversely,  the  two  successful  Navy  oriented  firms, 
Bath  and  Newport  News,  show  what  now  appears  to  be  a significant 
deterioration  in  their  performance.  The  lower  rates  of  return  on 
invested  capital  reported  by  companies  A and  E can  be  explained  by 
the  increased  capital  generated  by  earned  but  undistributed  profits. 
In  absolute  terms,  the  profit  performance  of  both  of  these  firms 
was  outstanding. 

Since  the  smaller  firms  noted  above  were  involved  in  the 
construction  of  naval  non-combatants,  whereas  Bath  and  Newport  News 
construct  combatants  only,  the  data  in  Exhibit  IV  forms  the  basis 
for  our  earlier  conclusion  on  the  greater  profitability  of  naval 
non-combatants  vis-a-vis  combatants. 

SUMMARY  STATEMENT 


Exhibit  I,  then,  provides  summary  data  on  the  profits  of  the 
U.  S.  shipbuilding  industry  for  the  past  thirty  years.  The  deteri- 
oration in  the  industry  since  1967  is  obvious  from  an  analysis  of 
the  data.  However,  a number  of  points  need  to  be  emphasized: 
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1.  The  data  for  1946-1967  is  internally  consistent.  During 
this  period,  most  shipbuilding  firms  were  independent  companies  and 
reported  as  such.  With  the  exception  of  Avondale  and  Litton,  both 
of  whom  provided  proprietary  data,  our  analysis  for  this  twenty 
year  period  rests  on  data  obtained  from  public  records. 

2.  Industry  sales  grew  rapidly  from  the  1947/56  period  to 
the  1957/66  period.  Profits,  however,  remained  relatively  constant. 
This  is  due  to  two  factors:  first,  two  companies  who  were  other- 
wise profitable  from  1947  to  1956,  sustained  operating  losses 
during  these  years  providing  a downward  bias  to  the  industry's 
performance.  Second,  the  average  return  on  sales  for  all  companies 
decreased,  apparently  as  the  result  of  enhanced  competition  within 
the  industry.  The  impact  on  the  individual  firm  within  the  industry, 
however,  was  not  evenly  spread.  Some  profitable  companies  maintained 
or  even  improved  on  their  earlier  performance  whereas  others  showed 
lesser  returns  on  equity. 

3.  Industry  sales  jumped  dramatically  after  1967  reflecting 
a number  of  factors;  the  larger  size  of  the  vessels  then  being 
constructed,  the  greater  complexity  of  combatants,  and  inflation. 
Sales  growth  is  most  marked  after  1972.  Starting  with  1970  or 
1971,  the  structure  of  the  industry  appears  to  have  undergone  yet 
another  significant  change.  The  industry  is  now  dominated  by  three 
large  firms  (Newport  News,  General  Dynamics,  Litton)  only  one  of 
which  has  had  a long  and  successful  career  as  a shipbuilder.  All 
of  these  are  conglomerate  owned  companies. 

4.  Profit-wise  the  industry  has  become  two-tiered  most  of 
the  companies  that  remained  profitable  throughout  the  thirty  years 
under  review  appear  to  have  done  as  well,  if  not  slightly  better, 
from  1967  to  1976  than  from  1957  to  1966.  Two  of  the  companies 
who  lost  money  (General  Dynamics-Quincy  and  Lockheed)  can  be  re- 
garded as  new  entrants  into  the  industry.  The  other  two  companies 
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(Todd  and  Litton)  have  had  a long  history  of  volatile  sales  and 
inadequate  profits. 

Thus,  Exhibits  I through  IV  confirm  the  conclusions  reached 
in  Profit  76  on  the  profitability  of  the  shipbuilding  industry  but 
set  far  different  parameters  around  the  problem.  This  is  because 
Profit  76  reviewed  data  for  five  years  only.  Substantial  losses  were 
incurred  in  1968  and  1969  by  General  Dynamics/Quincy  and  Lockheed. 
These  years  are  not  covered  by  the  data  used  in  Profit  76.  On 
balance,  the  industry  did  better  after  1970  than  before,  although 
not  substantially  enough  to  offset  the  earlier  losses  sustained  by 
Lockheed  and  General  Dynamics/Quincy. 

In  addition,  the  sample  used  in  Profit  76  was  equally  con- 
stricted. Full  data  was  available  only  for  General  Dynamics/Quincy, 
Newport  News  Shipbuilding,  and  Norfolk  Shipbuilding  and  Drydock 
Company.  More  limited  data  was  available  for  Litton/Pascagoula 
and  Lockheed.  We  would  now  maintain  that  General  Dynamics/Quincy, 
Litton  and  Lockheed  are  "special  cases"  such  that  any  inordinate 
reliance  on  data  from  these  firms  may  well  provide  misleading 
results.  By  using  a larger  sample  and  a longer  time  period  in 
our  analysis,  we  hoped  to  provide  a fuller  analysis  of  the  industry 
than  that  set  forth  earlier  in  Profit  76  or  by  other  more  recent 
reports  on  the  industry. 

As  noted  earlier,  and  based  on  data  to  be  presented  in  sub- 
sequent sections  of  this  report,  we  believe  that  there  is  a 
critical  need  to  distinguish  between  the  economics  of  the  industry 
and  the  performance  of  the  individual  companies.  Although  it  is 
easy  to  allege  that  the  economics  of  the  shipbuilding  industry 
are  less  than  satisfactory,  an  equally  cogent  argument  can  be 
developed  which  suggests  that  a firm's  profitability  is  more  a 
function  of  the  quality  of  its  management  than  it  is  of  the  general 
economic  environment  in  which  it  operates. 
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I Evidence  in  support  of  this  contention  is  provided  in  later 

sections  of  this  report  and  in  particulai  through  an  analysis  of 
I six  companies  most  vital  to  the  Navy's  shipbuilding  base. 
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CllAPTEK  1 : FCXVl’NOTKS 


1.  It  should  be  noted  heie  that  theie  is  no  logical  leason  toi 
expecting  an  industry  to  be  uniloimally  profitable  or  profit- 
less. Virtually  every  industry  has  a group  of  firms  who  out 
perform  others  in  the  industry;  e.g..  General  Motors  vs. 
Chrysler.  The  presumption  in  the  defense  industry  is  that 
acquisition  techniques  and  competition  will  induce  mote 
similarities  between  firms  than  disparities.  This  lesult 
has  not  been  obtained  in  the  shipbuilding  industry.  01  more 
central  concern  to  this  study  is  why  certain  low-profit 
firms  failed  to  leave  the  industry  in  the  late  IsMOs  and 
1950s.  We  could  find  no  satisfactory  explanation  tor  this 
behavior  although  the  operating  results  of  some  firms  would 
have  suggested  the  wisdom  of  divestiture.  In  a sense,  the 
low  level  of  incremental  capital  investments  made  by  some  of 
these  firms  from  1947  through  1970  should  be  regarded  as 
evidence  of  a slow  divestiture  process.  But  tor  the  expecta- 
tions of  a 50  to  100  ship  construction  program  generated  by  the 
Fast  Deployment  Logistics  ship  proiect,  many  of  the  compvinies 
might  have  otherwise  dropped  out  of  the  industry.  The  evidence 
suggests  that  G.D.  Quincy  and  Lockheed  were  stimulated  to  invest 
substantial  sums  of  money  in  ship  building  facilities  because 
of  the  F.D.L.  program  which,  unfortunately,  failed  to  become  a 
reality.  Much  of  this  is  discussed  in  15  December  19b5  presen- 
tation by  the  United  States  Industrial  Association  and  the 

Navy  entitled  in  Fast  Deployment  Logistics  ship  project. 

2.  General  Dynamics  poses  a special  problem  in  that  it  is  the 
successor  to  the  Electric  Boat  Company.  This  subsidiary  still 
maintains  its  own  identity  in  the  shipbuilding  (submarine)  in- 
dustry. G.  D.  Quincy  was  acquired  rn  19^8  from  Bethlehem 
Steel  and  also  maintains  its  own  identity  in  the  shipbuilding 
(surface  ship)  industry.  Where  possible,  these  two  firms  al- 
though subsidiaries  of  this  same  parent,  will  be  identified 
separately,  e.g.  G.D.  (Quincy). 
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3.  We  regard  the  episodic  losses  sustained  by  the  normally  pro- 
fitable firms  within  the  industry  as  a sign  of  a critical 
instability  within  the  industry.  Some  of  the  instabilities 
have  roots  in  the  way  that  the  Navy  now  contracts  with  its 
privately  owned  yards.  Other  instabilities  were  generated 
by  the  unfunded  F.D.L.  program  for  which  a number  of  firms 
built  or  modified  facilities.  Last,  the  failure  of  Marad 
'70  to  generate  the  predicted  demand  for  comniercial  vessels 
has  served  to  destabilize  the  industry  by  apparently  induc- 
ing heavy  investments  in  new  facilities  for  which  there  is 
now  no  predictable  use  given  current  federal  policy. 

4.  Among  the  obvious  factors,  increasing  the  complexity  of  Naval 
combatants  is  the  switch  from  conventional  to  nucleai  power. 
Less  obvious,  but  equally  important,  is  the  increased 
complexity  of  shipboard  weapon  systems,  virtually  all  of 
which  are  computer  controlled.  The  back-up  systems  foi  the 
weapons  suite  requires  extremely  complex  design  and  construc- 
tion procedures  not  heretofore  contemplated  by  the  ship- 
building industry. 
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CHAFTEK  11:  INDUSTRY  PROFITABILITY: 

AN  HISTORICAL  FL'RSPKCTIVE 

1 NTRODUrn  ON 

A nuniliei  of  factors  inhibited  the  data  gathering  segment  of 
this  project  . 

1.  Because  the  shipbuilding  industiy  has  nevei  been  a majoi 
factor  in  oui  economy,  there  has  been  no  prior  attempt  to  oui 
knowledge  to  gathei  and  analyze  complete  data  on  the  financial 
operations  of  the  industry.  At  wai ' s end,  only  Todd  and  Newport 
News  weie  laige  enough  to  waiiant  inclusion  in  the  Fortune  300. 

By  19b3  only  Newport  News  would  have  been  included  in  this  select 
group.  Both  at  the  wai's  end  and  in  1963,  the  remaining  companies 
in  the  industry  weie  small  to  medium  sized  firms  that  apparently 
attracted  little  attention  from  the  financi’l  community.  Those 
that  were  not  independent  f i ims--Bethlehem  and  Sun--weie  in  turn 
subsidiaries  of  laige  corpoiations  such  that  there  was  no  reguiie- 
ment  that  they  repoit  then  operating  results  separately. 

2.  With  the  takeover  of  major  segments  of  the  industry  by 
the  conglomerates  in  the  late  '30s  and  mid  'bOs,  the  financial 
identity  of  the  shipbuilding  industry  became  even  more  obscuied. 

Line  of  business  reporting  was  not  required  until  19':’2.  Although 
better  than  nothing,  current  SEC  regulations  require  only  that  the 
contribution  of  the  subsidiary  to  the  parent's  sales  and  pre-tax 
profits  be  reported.  Details  on  the  assets  assigned  to  a subsidiary, 
charges  for  corporate  overhead,  and  other  financial  details  critical 
to  a complete  analysis  of  an  industry  need  not,  and  are  not,  dis- 
closed. Because  of  this,  little  direct  attention  appears  to  have 
been  paid  the  shipbuilding  industry  by  the  financial  community. 


3.  Adding  to  this  complexity  is  the  "leporting  format" 
problem.  Accounting  problems  are  created  by  the  long  time  period 
involved  in  the  construction  of  a ship.  Depending  on  need  and 
purpose,  sales  and  profits  can  be  reported  either  on  a percent 
of  completion  basis  or  a completed  ship  basis.  Although  both 
reporting  systems  should  equalize  out  over  an  extended  peiiod  of 
time,  distortions  can  appear  within  shorter  time  frames.  In 
addition,  reports  using  differing  but  nonetheless  generally  accepted 
accounting  practices  may  be  filed  with  different  federal  oi  public 
agencies.  Some  yards,  for  example,  report  to  the  public  on  per- 
centage of  completion  basis  and  to  the  Renegotiation  Board  on  a 
completed  ship  basis  only.  Because  of  the  continuing  flow  of 
work  in  and  out  of  a shipyard ...  and  the  high  value  of  unit  output... 
critical  disjunctures  in  data  are  often  created.  We  have  attempted 
to  treat  these  problems  as  equitably  as  possible  in  the  data,  but 
recognize  that  certain  interpretative  errors  may  have  been  made. 

We  hope  to  correct  these  in  future  reports.  Despite  the  above, 
however,  we  still  believe  that  useful  generalizations  on  the 
financial  structure  of  the  industry  can  be  made. 

Perhaps  the  most  striking  fact  about  the  industry  is  that 
despite  the  massive  output  of  our  WWI I shipbuilding  base,  the 
firms  that  apparently  elected  to  remain  in  the  industry  aftei  the 
war  were  relatively  small  when  measured  in  terms  of  sales,  profits, 
and  invested  capital.  Our  first  overview  of  the  financial  opei a- 
tions  was  gained  from  an  analysis  of  eleven  firms  within  the  in- 
dustry for  the  20  year  period  beginning  in  1947  and  ending  in  19bb 
(Exhibits  V through  IX). 

Exhibit  V presents  summary  data  on  the  industiy  fci  the 
twenty  year  period  ending  in  1966.  As  shown  in  this  exhibit,  the 
"average"  shipbuilding  firm  in  1947  had  sales  of  only  $32,000,000, 
a net  worth  of  only  $13,000,000,  and  but  $1.1  million  in  after  tax 
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prof  Its.  However,  there  were  substantial  and  significant 
variations  around  these  figures. 

Sales  in  1947  (Exhibit  VI)  varied  from  a low  of  $3.6 
million  to  a high  of  $69.1  million. 

Net  worth  in  1947  (Exhibit  VII)  varied  from  a low  of 
less  than  $1.0  million  to  a high  of  $35  million. 

Investments  in  1947  in  fixed  assets  (Exhibit  VIII)  shows 
a similar  distribution;  from  a low  of  $500,000  to  a high  of  $13 
million. 

Last,  profits  in  1947  (Exhibit  IX)  ranged  from  a loss 
of  $1  million  to  a high  of  $5,200,000. 

2.  As  might  be  expected  in  an  intensely  competitive,  labor 

intensive  industry,  profit  rates  on  sales  and  invested  capital 

1 / 

varied  widely  between  companies  (Exhibit  IV).-'  The  evidence  thus 
suggests  a two-tiered  industry:  companies  with  consistent  and 
reasonably  satisfactory  returns  on  sales  and  invested  capital,  and 
a second  group  with  highly  volatile  rates  of  return.  As  would 
be  expected  in  a "job  shop"  industry,  there  seems  to  be  no  direct 
relationship  between  changes  in  sales  and  changes  in  profits.  Pro- 
fits appear  to  result  more  from  the  bidding  process  than  from 

2/ 

efficient  construction .- 

3.  From  1947  throug.h  1966,  substantial  dividends  were 
apparently  paid  out  to  stockholders.  Net  worth  at  year  end  1946 
for  the  ten  companies  sampled  was  approximately  $118,000,000  in- 
creasing to  only  $254,000,000  by  1966.  Post-tax  profits  for  the 
period,  however,  were  $308,000,000  which  would  suggest  that 
$173,000,000  in  dividends  were  paid  to  stockholders  in  the  inter- 
vening twenty  years.  This  is  a payout  ratio  of  approximately 
56%.^'' 

In  light  of  the  relatively  small  sums  of  money  initially 
invested  in  the  industry,  this  high  a payout  appears,  at  first 
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blush,  to  be  quite  high.  However,  it  is  consistent  with  the 
thesis  that  the  industry  was  then  facing  a less  than  optimistic 
future,  that  salt  -.nd  profit  growth  would  be  minimal,  and  that 
there  was  relatively  little  incentive  or  need  to  reinvest  sub- 
stantial sums  of  money  in  the  industry.  Exhibit  V offers  confirming 
evidence  of  this. 

From  1947  through  1966,  average  sales  increased  from 
$32 , 000 , 000/year  to  only  $90,000,000.  A heavy  portion  of  this 
increase  ran  be  accounted  for  by  the  rapid  inflation  immediately 
following  the  war  with  North  Korea  plus  the  steady  1-1/2  to  2%  rate 
of  inflation  realized  in  our  economy  in  most  other  years  covered  by 
this  analysis. 

Deeper  analysis  (Exhibit  VI)  shows  that  specific  companies 
grew  more  rapidly  than  others  as  a result  of  the  demand  for  comba- 
tants and  thus  accounted  for  a significant  portion  of  overall 
industry  growth.  At  least  two  of  these  were  Navy  oriented  (Companies 
C & J)  and  bid  aggressively  for  Navy  business.  One  firm  (C)  was 
highly  profitable  and  remained  so.  The  other,  in  keeping  with  the 
two-tiered  concept,  bid  aggressively  but  unsuccessfully  and  was 
one  of  the  two  firms  that  incurred  heavy  losses  in  the  ten  year 
period  of  1967-1966. 

In  this  regard.  Exhibit  IX  is  especially  revealing.  The  in- 
dustry quickly  splits  into  two  groups:  one  showing  steady  growth 
on  sales  and  profits  (A,  B,  C,  E,  and  K),  and  the  other  volatile 
sales  and  profit  patterns  (D,  F,  G,  H,  I,  and  J).  This  history 
obtains  for  the  next  twenty  years  and,  indeed,  carries  forward 
through  1976. 

The  two  later  entries  into  the  industry  not  included  in 
Exhibit  IV--General  Dynamic  and  Lockheed--are  the  primary  basis 
for  the  vary  substantial  losses  recorded  by  the  industry  as  a whole 
from  1967  through  1976.  However,  based  on  the  data  shown  in 
Exhibit  6 through  9,  it  i^  evident  that  the  U . S . shipbuilding 


industry  was  profitable  for  the  twenty  year  period  ending  in 

1966 . On  balance,  industry  performance  was  "good,"  and  especially 

so  if  it  is  recognized  that  the  industry  was  then  populated  by 

4/ 

small  to  medium  sized,  thinly  capitalized  firms. - 

CAPITAL  INVESTMENT 

Exhibit  VIII  provides  the  most  striking  evidence  of  all  on  the 
dynamics  of  the  shipbuilding  industry  in  the  immediate  post-war 
years.  In  1966,  the  net  book  value  of  the  monies  invested  in  plant 
and  equipment  for  the  nine  major  shipbuilding  firms  included  in 
this  study  was  only  $135,000,000. 

With  the  exception  of  one  firm  only,  the  more  common  range  of 
monies  invested  in  plant  and  equipment  was  between  $6-10,000,000. 
This  we  regard  as  evidence  of  the  labor  intensive  nature  of  the 
industry,  and  what  now  must  be  regarded  as  the  relatively  minimal 
sums  of  money  invested  by  the  industry  in  its  shipbuilding  capacity. 
By  no  means  could  any  of  the  then  independently  owned  firms  within 
the  industry  be  regarded  as  large,  well  financed  or  capital  inten- 
sive companies.  In  retrospect,  it  would  appear  evident  that  they 
were  not  then  prepared  for  the  vast  build-up  in  sales  that  came  in 
the  '70s  as  the  joint  result  of  new  Navy  construction  and  the 
commercial  construction,  however  limited,  generated  by  Marad  70. 

In  support  of  this  thesis.  Table  2 presents  data  on  the  net 
investment  in  plant  and  equipment  and  the  sales  volume  of  four 
smaller  but  profitable  shipyards  for  the  ten  years  from  1967 
through  1976. 

Company  A increased  its  net  investment  in  plant  and  equipment 
by  $15.6  million  in  order  to  realize  sales  of  almost  $1.9  billion. 
Company  B,  after  failing  to  reinvest  in  new  plant  and  equipment 
for  the  prior  twenty  years,  increased  its  net  investment  in  plant 
and  equipment  by  only  $26.1  million  dollars  to  realize  a profitable 


$1.3  billion  in  sales  volume.  Company  C and  D spent  $13.3  and 
$7.7  million  respectively  to  profitably  pursue  $725  and  $404  million 
in  new  business.  Based  on  this  data  it  seems  safe  to  assume  that 
investments  in  facilities  are  not  directly  correlated  with  either 
sales,  profits,  or  a marked  improvement  in  efficiency  in  the  U.S. 
shipbuilding  industry.  The  more  operable  factor  appears  to  be  the 
size,  skill  level  and  "manageability"  of  the  construction  site  labor 
force.  In  light  of  the  construction  versus  production  orientation 
of  the  shipbuilding  industry,  this  outcome  is  not  unexpected. 

Table  3,  in  turn,  provides  F.T.C.  data  on  gross  capital 
expenditures  within  the  industry  from  1957  through  1976.  Of  note 
is  the  fact  that  there  was  no  substantial  build-up  in  industry 
capacity  as  measured  by  capital  investment  until  after  1970.  The 
most  significant  investments  dollar-wise  were  incurred  from  1972 
through  1976,  or  concurrent  with  the  sharp  increase  in  industry 
sales.  In  other  words,  the  industry  does  not  appear  to  have 
anticipated  the  rapid  growth  period  that  materialized  after  1972. 
Rather,  it  appears  to  have  played  "catch-up"  ball.  Based  on 
current  projections  of  new  construction,  this  later  investment  in 
new  plant  and  equipment  now  appears  to  be  too  much  and  too  late. 

The  industry  can  now  be  expected  to  go  from  an  under  facilitized  to 
over  facilitized  situation  within  a brief  ten  year  time  frame. 
Cost-wise,  they  will  lose  the  flexibility  that  the”  maintained  from 
1947  through  1967  to  1970. 

This  new  situation  of  over  investment  can  be  expected  to 
generate  an  even  more  tensely  competitive  environment  within  the 
industry  these  next  few  years  than  now  exists.  It  may  also  serve 
to  hasten  the  demise  of  the  less  efficient  firms.  Last,  it  can  be 
expected  to  increase  the  price  that  the  Navy  will  have  to  pay  the 
surviving  firms  for  the  combatants  that  it  needs  to  maintain  the 
fleet. 
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In  essence,  the  industry  appears  to  have  increased  its 
fixed  costs  at  the  least  opportune  time.  More  data  on  the  contents 
of  these  investments  is  needed,  and  especially  so  if  they  serve 
to  increase  specialization  within  the  industry.  Data  of  this 
type  was  not  regarded  as  relevant  to  this  study  despite  its  over- 
all importance  to  a full  understanding  of  the  dynamics  of  the 
industry.  One  of  the  unanswered  question  is  the  joint  impact  on 
management  of  simultaneously  managing  major  shipbuilding  and 
capital  investment  programs. 

SUMMARY  ON  INDUSTRY  PROFITABILITY  FROM  1947  TO  1966 


For  the  twenty  year  period  through  1966,  then,  the  United 
States  shipbuilding  industry  was  reasonably  profitable  despite  the 
relatively  low  level  of  demand  for  both  merchant  vessels  and  comba- 
tants . 

In  retrospect,  we  find  this  outcome  surprising.  The  industry, 
for  the  most  part,  was  comprised  of  thinly  capitalized  small  to 
medium  sized  firms,  with  relatively  small  sums  of  money  invested 
in  plant  and  equipment.  Competition  was  no  doubt  tense  as  attested 
to  by  the  drop  after  1956  in  the  average  return  on  sales  earned  by 
virtually  every  firm  within  the  industry.  Conversely,  the  industry 
was  able  to  adapt  to  this  situation,  if  return  on  invested  capital 
is  used  as  a criterion  of  corporate  flexibility.  In  addition,  at 
least  one  new  entrant  into  the  industry,  Avondale,  was  able  to  grow 
profiteibly  and  emerge  in  the  early  1970 's  as  one  of  the  major  fac- 
tors within  the  industry. 

Older  firms  such  as  Bath  and  Newport  News  were  able  to  sustain 
their  position:  Bath  by  concentrating  on  the  construction  of  smaller 
combatants  (destroyers  and  frigates)  and  Newport  News  by  concentrating 
on  the  more  complex,  larger,  nuclear  powered  combatants. 


I 
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The  signal  failure  in  the  industry  during  this  period  of  time 
was  the  old  New  York  Shipbuilding  Company.  This  firm  reported 
the  only  substantial  loss  incurred  by  the  industry  through  1966. 
Since  there  are  rather  unusual  circumstances  surrounding  this 
firm,  it  is  difficult  to  determine  whether  this  was  an  industry 
failure,  per  se,  or  due  to  the  inability  of  the  firm  to  manage 
its  own  affairs.  The  available  evidence  would  suggest  that  the 
firm  fell  victim  to  its  own  management  rather  than  disorderly 
competition  within  the  industry  or  an  otherwise  untoward  economic 
environment . 

Litton,  the  second  of  the  industry's  troubled  firms  during  the 
late  1950s  and  early  1960s  operated  quite  successfully  through 
1956.  Its  history  after  that  time  is  less  than  satisfactory. 

However,  prior  to  its  takeover  by  Litton,  Ingalls  had  gone 
through  a series  of  management  changes,  had  deferred  virtually  all 
investments  in  new  plant  and  equipment  until  the  mid-50s  when  it 
entered  the  submarine  construction  business,  and  had  been  subjected 
to  the  internecine  squabbles  of  the  Ingalls  family.  Once  again,  as 
with  N.y.  Shipbuilding,  the  unresolved  issue  is  whether  Litton' s 
failure  to  prosper  was  the  result  of  the  economics  of  the  ship- 
building industry  or  due,  instead,  to  the  management  and  family 
problems  to  which  it  fell  heir.  The  evidence  would  strongly  suggest 
that  Ingalls'  problems  were  internally  generated. 

Based  on  the  data  available  to  us,  we  believe  that  both  Litton 
and  N.Y.  Shipbuilding  were  "special  cases,"  that  their  failure  to 
earn  profits  from  1957  to  1966  was  the  result  of  internal  manage- 
ment problems  otherwise  unrelated  to  the  economics  of  the  ship- 
building industry.  This  is  not  meant  to  be  a harsh  appraisal  but 
the  result  of  an  analysis  of  the  operations  of  the  ten  firms  that 
then  accounted  for  the  bulk  of  the  industry's  output. 

A more  detailed  analysis  of  a select  group  of  six  firms  is 
undertaken  in  Chapter  III  of  this  report  in  amplification  of  these 
judgments . 
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CHAPTER  1 1 : FOOTNOTES 


1.  In  our  various  analyses  we  have  referred  to  the  shipbuilding 
industry  as  labor  intensive.  The  basis  for  this  judgment  is 
the  relationship  of  sales  to  plant  and  equipment  (net).  For 
the  ten  years  ending  in  1956,  the  ratio  was  7.2:1;  i.e.,  $1.00 
in  plant  and  equipment  allowed  the  industry  to  produce  $"7.20 
in  product.  Confirming  evidence  can  be  found  in  Table  3. 

In  the  late  '50s  and  early  '60s,  capital  expenditure  per  dollar 
of  sales  averaged  less  than  1.5C.  The  bul)<  of  the  industry's 
costs  are  for  purchased  materials  and  labor  with  labor  account- 
ing for  the  greater  proportion  of  the  expenditure. 

2.  In  any  discussion  of  this  tiT^e,  the  problem  of  the  "buy  in" 
always  surfaces.  Within  the  defense  industry,  it  is  presumed 
that  some  firms  will  bid  extremely  low  on  a contract--overtly 
accepting  the  probability  of  a loss--when  business  is  slack, 
and  that  this  "buy  in"  is  the  cause  of  some  low  operating 
profits  or  losses  reported  by  the  defense  industry.  This  is 
no  doubt  true  in  the  shipbuilding  industry  although  we  did 
not  attempt  to  seek  out  any  evidence  in  this  regard.  At  the 
same  time,  some  firms  may  knowingly  bid  in  at  higher  prices 
than  expected  due  to  a specific  technological  advantage  that 
they  may  then  have,  or,  quite  often,  with  the  knowledge  that 
none  of  their  competitors  are  interested  in  this  specific 
procurement.  Once  again,  we  did  not  seek  supporting  data 
here . 

3.  The  actual  rate  may  be  even  higher  based  on  the  evidence  of 
some  capital  distributions  made  to  stockholders  in  the  late 
1940s. 


Throughout  this  report  we  have  categorized  shipbuilding  as  a 
thinly  capitalized  industry.  The  initial  basis  for  this 
statement  is  the  high  sales  to  invested  capital  ratio  dis- 
played by  the  industry.  Ratios  of  3,  4,  and  5:1  are  rela- 
tively common  and  occasionally  reach  6 or  7:1.  The  more 
normal  expected  range  for  an  industrial  company  is  1.5:1  to 
2:1.  The  industry's  reliance  on  progress  payments  from  the 
Navy  is  also,  in  our  opinion,  evidence  of  a thin  capital 
base.  However,  as  noted  in  the  body  of  the  report,  we  re- 
gard this  as  an  appropriate  corporate  response  to  a highly 
competitive  market  place  subject  to  highly  variable  and 
oftentimes  unpredictable  demand  factors. 


CHAPTER  III:  A SIX  COMPANY  REVIEW 


INTRODUCTION 


In  order  to  validate  the  data  and  analysis  set  out  in 
Chapter  II,  a more  detailed  study  was  made  of  the  six  firms 
regarded  as  vital  to  the  Navy's  shipbuilding  base:  Avondale, 

Bath,  Electric  Boat  (1947-1952)  Quincy  (1967-76),  Litton,  Newport 
News  and  Todd.  Data  on  these  firms  is  presented  in  Exhibits  X 
through  XVII,  inclusive. 

Exhibit  X and  XI  show  the  sales,  net  worth,  profits,  and 
the  after  tax  return  on  sales  and  net  worth  for  this  group  of 
companies  for  twenty  years  through  1966.  On  balance,  this  seg- 
ment of  the  industry  appears  to  have  performed  satisfactorily  for 
the  entire  twenty  year  period.  In  order  to  validate  this  apprais- 
al, we  compared  in  Table  4 the  performance  of  this  group  of 
companies  with  the  Fortune  500.  The  shipbuilding  base  presented 
in  this  Table  includes  four  profitable  and  one  loss  company.  If 
the  one  loss  company  is  eliminated,  this  special  subset  of  the 
industry  would  show  a 3.4%  after  tax  return  on  sales  and  a 9.1% 
after  tax  return  on  net  worth.  Missing  from  this  analysis  is 
data  on  Electric  Boat.  No  public  record  of  this  firm's  sales  or 
profits  appears  to  be  publicly  available.  However,  the  limited 
data  now  available  to  us  from  the  Renegotiation  Board  would  strongly 
suggest  that  Electric  Boat  was  highly  profitable  throughout  the 
entire  twenty  year  period.  In  fact,  it  is  li)cely  that  it  was 
the  most  profitable  firm  in  the  industry  from  1951  through  at 
least  1970,  such  that  its  inclusion  in  Table  4 would  impart  further 
upward  bias  to  the  data  on  the  shipbuilding  industry. 
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On  this  basis,  the  industry  appears  to  compare  reasonably 
well  with  the  "Fortune  600"  despite  the  fact  that  the  independently 
owned  shipbuilding  firm  was,  through  1967,  a relatively  small  and 
thinly  capitalized  firm.  The  "Fortune  600"  to  the  contrary  re- 
presents the  most  substantial,  well  financed,  and  profitable 
group  of  companies  in  the  United  States.  The  industry  was  appar- 
ently able  to  survive  and  prosper  by  remaining  inherently  conser- 
vative; i.e.,  limiting  or  otherwise  moderating  sales  growth  and 
investments  in  new  plant  and  equipment.  When  it  departed  from 
this  policy  after  1967 — and  when  aerospace  subsidiaries  attempted 
to  enter  or  otherwise  dominate  specific  segments  of  the  industry-- 
the  situation,  as  discussed  in  the  Executive  Summary,  deteriorated 
rapidly . 

In  support  of  this  contention.  Exhibits  XII,  XIII,  XIV,  and 
XV  present  data  on  sales,  profits,  net  worth  and  net  investment 
in  plant  and  equipment  for  each  of  the  six  companies  included  in 
this  group  for  the  twenty  year  period  under  review.  Of  note 
(Exhibit  XII)  is  the  rather  steady  rate  of  sales  growth  exhibited 
by  all  of  the  firms  other  than  Company  A and  to  some  extent 
Company  E. 

As  might  be  expected,  volatile  sales  can  be  used  (Exhibit 
XIII)  to  predict  profits.  These  companies  that  sought  after  more 
stable  sales  growth  clearly  did  better  financially  than  the  two 
companies  (A  and  E)  that  apparently  bid  more  aggressively  on  new 
business  than  now  appears  warranted  by  their  operating  results. 

The  same  behavior  and  profit  outcome  is  evident  in  a review  of 
companies  not  included  in  this  specific  six  company  review. 

Similarly  (Exhibit  XIV),  those  companies  that  pursued  a 
moderate  but  sustained  policy  of  reinvesting  in  new  plant  and 
equipment  did  better  financially  than  those  that  did  not,  once 
again.  Companies  A and  E.  This  outcome  is,  of  course,  consistent 
with  conventional  management  theory  which  relates  capital  invest- 
ment to  increased  capacity  and  efficiency.  There  is,  however,  a 
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potential  circularity  here:  only  those  firms  that  are  profitable 
have  the  funds  available  for  timely  reinvestment  in  new  plant  and 
equipment.  However,  when  Exhibit  XIV  is  compared  to  Exhibit  XIII 
and  XV  (Profits  and  Net  Worth)  it  is  reasonably  evident  that  the 
two  companies  that  failed  to  reinvest  in  new  plant  and  equipment 
did,  in  fact,  have  the  resources  available  for  these  reinvestments. 
Although  it  is  impossible  now  to  reconstruct  history,  it  is  safe  to 
say  that  these  two  firms  elected  to  limit  their  capital  investment 
programs  to  sporadic  and  relatively  minimal  sums  of  money.  This 
policy  impacted  seriously  on  their  profitability  throughout  the 
entire  twenty  year  period  under  review. 

Exhibit  XVI  provides  comparative  statistics  on  the  profit- 
ability of  each  of  these  firms  and  relates  the  data  presented 
in  Exhibits  X through  XV.  It  once  again  provides  data  in  support 
of  our  judgment  that  the  shipbuilding  industry  has  historically 
consisted  of  one  profitable  and  one  unprofitable  group  of  com- 
panies. Notwithstanding  the  above,  it  is  evident  that  operating 
conditions  within  the  industry  were  satisfactory  until  at  least 
1966  but  deteriorated  rapidly  after  that  date. 

In  this  regard.  Exhibit  XVI  can  be  used  as  a predictor  for 
the  results  for  this  six  company  group  set  out  in  Exhibit  XVII. 
Despite  their  prior  history  of  profit,  this  critical  group  of 
companies  sustained  a cumulative  loss  of  $29.2  million  from  1967 
through  1976  on  sales  of  $17.4  billion.  General  Dynamics'  loss 
of  $84.5  million  (Exhibit  II)  is  included  in  this  summary  and  weigh 
heavily  on  the  final  outcome.  Also  included  is  the  $45,000,000 
loss  on  a commercial  contract  sustained  in  1975  by  Todd.  However, 
firms  other  than  these  two  sustained  losses  during  these  years. 

In  fact,  four  of  the  six  companies  in  this  sample  sustained 
losses  in  one  or  more  of  the  years  presented  in  the  Exhibit, 
suggesting  a serious  degradation  in  the  enviionment  in  which  the 
shipbuilding  industry  now  operates.  This  is  the  basis  for  our 
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conment  in  the  Executive  Summary  on  critical  instabilities  within 
the  industry. 

The  incontrovertible  fact,  then,  is  that  this  segment  of  the 
industry  sustained  losses.  As  noted  in  Exhibit  II,  the  entire  in- 
dustry did  not.  The  offsetting  profits  were  earned  by  a group  of 
small  firms  who,  heretofore,  had  been  less  profitable  than  the 
six  companies  comprising  our  special  group.  Although  it  served 
to  confirm  our  earlier  statements  on  the  relationship  between 
rapid  sales  growth,  volatility  and  profits,  this  outcome  was 
completely  unexpected.  It  provided,  however,  some  confirming 
evidence  in  support  of  the  thesis  that  constructing  Naval  non- 
combatants  is  more  profitable  than  constructing  combatants.  It 
also  raises  the  as  yet  unanswered  question  as  to  whether  or  not 
"small  is  beautiful"  in  shipbuilding.  Our  evidence  would  suggest 
that  the  optimal  sized  shipyard  employs  no  more  than  6,000  to 
8,000  persons.  However,  thrs  is  only  an  inference.  No  data  in 
this  regard  was  sought  after  this  study. 

EVALUATION 


No  clear  cut  picture  of  the  industry  emerges  from  the  data. 
Indeed,  no  final  analysis  of  the  industry  can  be  made  until  such 
time  as  the  current  claim  situation  is  resolved.  Nonetheless,  we 
believe  that  a number  of  useful  generalizations  on  the  industry 
can  be  made: 

1.  Some  companies,  mostly  the  "old  line"  shipbuilding  firms 
have  managed  well  for  the  past  thirty  years  if  profits  are  used 
as  the  criterion.  With  the  exception  of  Newport  News,  these  are 
the  moderately  sized  firms.  The  newer  entries  into  the  industiy, 
primarily  the  aerospace  conglomerates,  have  done  poorly.  These 
are  the  firms  that  apparently  reached  prematurely  for  substantial 
sales  growth. 
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2.  Although  the  industry  is  labor  intensive,  there  appears 
to  be  some  observable  relationship  between  sales,  profits  and 
investments  in  new  plant  and  equipment.  Those  firms  that  rein- 
vested moderately  but  consistently  in  new  plant  and  equipment 
over  the  twenty  year  time  span,  appear  to  have  faired  better  than 
those  firms  whose  investments  were  sporadic.  This  outcome  is  to 

be  expected  if  a consistent  reinvestment  policy  is  considered  as 

2/ 

one  of  the  hallmarks  of  good  management. - 

3.  In  similar  fashion,  those  firms  that  show  a steady  but 
moderated  pattern  of  growth  earned  more  money  than  those  firms 
whose  sales  pattern  show  great  volatility.  This,  once  again, 
appears  to  be  the  outcome  of  a managerial  approach  to  sales  and 
profit  planning.  Some  firms  clearly  played  the  bidding  game  and 
sought  after  large  sales  volume  to  the  detriment  of  profits. 

Others  pursued  a more  conservative  approach  and  sought  after  only 
that  business  which  it  had  reason  to  believe  would  generate 
satisfactory  profits.  The  more  conservative  approach  appears  to 
be  the  wiser  choice  in  the  shipbuilding  industry. 

4.  The  well-managed  firm  sought  to  limit  the  sums  of  money 
reinvested  in  plant  and  equipment  in  order  to  maximize  the  return 
on  invested  capital  as  a way  of  compensating  for  the  enhanced 
business  risk  created  by  the  need  to  reach  for  a larger  sales 
base  than  might  otherwise  be  desirable.  At  the  same  time,  these 
firms  reinvested  moderate  sums  of  money  annually  in  new  plant  and 
equipment.  More  data  are  clearly  needed  here  but  this  pattern 
appears  to  emerge  from  an  analysis  of  the  data  now  available  to 
us,  although  additional  data  is  clearly  needed  for  a more  complete 
analysis  of  the  relationship  between  profits  and  facilities.  In 
light  of  the  above,  it  appears  safe  to  say  that  the  U.  S.  Ship- 
building industry  managed  successfully  from  1947  to  1966,  despite 
the  growth  of  foreign  competition,  conflicting  government  policies, 
and  the  lack  of  an  orderly,  sustained  and  otherwise  adequate 
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demand  for  commercial  ships.  Given  the  particular  facts  surround- 
ing the  shipbuilding  industry,  however,  one  would  have  expected  to 
see  most,  if  not  all  companies,  losing  money  in  the  post  WWI I 
years,  and  saddled  with  heavy  fixed  costs  representing  extensive 
capital  expenditure  programs  in  the  1939-1946  time  frame.  This 
did  not  occur.  The  net  book  value  of  fixed  assets  owned  by  most 
firms  in  1947  was  minimal,  allowing  the  industry  greater  flexibility 
than  initially  contemplated  in  this  study.  In  sum,  the  industry 
was  able  to  remain  labor  intensive.  This  is  an  intelligent  policy, 
in  our  opinion,  to  pursue  during  periods  of  less  than  optimal  demand. 

Conversely,  the  available  data  pin-points  the  fact  that  both 
the  Navy  and  the  shipbuilding  industry  was  poorly  prepared  for  the 
tremendous  sales  growth  experienced  in  the  1970s.  Two  or  three 
conclusions  appear  to  be  appropriate  here: 

o The  growth  in  facilities  expenditures  lagged  well 
behind  sales  growth.  Sales  forecasting  within  the 
industry  appears  to  be  deficient. 

o Neither  the  Navy  nor  the  industry  appear  to  have 
given  sufficient  thought  to  the  problems  created 
by  the  development  of  a highly  concentrated  in- 
dustry. Some  factors  such  as  the  recruiting  and 
managing  of  large  scale  labor  forces  in  one 
central  location  were  apparently  ignored  with 
resultant  serious  consequences. 

o The  growth  in  the  size  and  complexity  both  of 
combatants  and  non-combatants  was  apparently 
not  fully  contemplated.  Both  the  Navy  and  the 
industry  appear  to  have  pursued  a "business  as 
usual"  policy  despite  the  managerial  and  tech- 
nological problems  that  were  then  beginning  to 
impact  on  the  industry. 


In  sum,  both  the  Navy  and  industry  app.uently  lacked  the 
manuqerial  overview  necessary  lor  the  mainten.mce  ol  a healthy 


shipbui  Idiirq  base.  This  is  the  only  conclusion  that  can  be  drawn 
from  an  analysts  of  the  pr  ol  i t ab  i 1 1 1 y of  the  shtpbui  Idirnj  tn- 
dirstry  from  l'^U'7  through  l^V/b. 


CHAPTER  III:  FOOTNOTES 


Full  data  on  the  cash  and  debt  position  of  these  companies 
was  available  and  is  the  basis  for  this  judgement. 

Because  of  time  and  scope  limitations,  we  sought  no  data 
from  the  shipyards  on  the  relative  split  between  investments 
in  increased  capacity;  i.e.,  a new  ship  way,  and  investments 
in  labor  saving  modern  machinery  and  semi-automatic  equipment. 
Based  on  the  informal  data  available  to  us,  the  investment 
in  the  '60s  were  most  likely  of  the  latter  type.  The 
investments  made  by  the  various  shipyards  in  the  1970s 
appear  to  be  more  capacity  oriented.  If  this  is  so,  the 
industry,  as  discussed  in  Chapter  IV,  faces  some  serious 
problems  in  the  immediate  future. 
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CHAPTEk  IV:  PROFIT  DRIVING  FACTORS  IN  THE  SHIPBUILDING  INDUSTRY 

INTRODUCTION 

Theit*  If;  no  noim.itivt*  niedsuie  ol  tiu?  term  "a  reasonaMe  pio- 
fit."  Nothfiui  in  economic  theory  dictates  that  an  industiy  should 
be  piotitable.  Conveisoly,  the  existence  of  profits  is  otten 
used  as  a sutiogate  measuie  of  an  industry's  efticiency;  piolits 
qo  to  the  elticient,  losses  to  the  inefficient,  subject  to  a 
sufficient  demand  foi  the  industty's  output  to  piovide  loi  the 
adequate  utilization  ol  the  capital  invested  in  the  industiy. 

Howevei , even  when  demand  is  sufticient  to  qeneiate  an 
adequate  utilization  of  capacity  and  prices  are  hiqli  enough  to 
provide  for  piofits,  there  is  no  judgmental  basis  foi  stating 
that  a return  on  sales,  foi  example,  of  b to  oi  a letuin  on 

owners  capital  of  10  to  12“„  is  eithei  adequate,  reasonable,  oi 
equitable.  All  that  one  can  do  eithei  in  piactice  oi  in  theory 
IS  to  describe  the  outcome. 

If  judgments  aie  needed,  then  some  evaluative  measutes  need 
to  be  established.  Howevei,  these  evaluative  measuies  aie  noimally 
outside  of  the  purview  of  the  industry.  Judgments  on  the  adequacy 
of  an  industiial  base,  its  capital  investment  and  job  cieation 
potential  are  ultimately  political  decisions  albeit  with  economic 
overtones.  Being  political,  they  are  beyond  the  scope  ol  the 
industry  per  se . The  sole  judgment  that  industry  can  make  on 
its  own  is  eithei  to  lemain  in  or  abandon  the  industiy.  This 
judgment  is  normally  made  solely  on  economic  ciiteiion. 

In  airiving  at  this  decision,  economic  data  is  obviously 
useful.  The  key  analysis  to  be  made  heie  is  intuitively  obvious: 
is  it  more  profitable  in  the  long  run  to  lemain  in  a potentially 
marginally  profitable  industiy  than  to  close  down,  sell  oi  otluMwis 
abandon  a clustei  ol  assets?  As  histoiy  shows,  a numbei  ot  com- 
panies exitted  the  shipbuilding  industiy  at  the  end  ot  Woi Id  Wai  11 
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For  all  piactical  purposes,  however,  the  pre-war  and  post-war 
shipbuilding  industry  was  made  up  of  virtually  the  same  group  of 
firms:  Newport  News,  Ingalls,  Bath,  Todd,  New  York  Shipbuilding, 

Sun,  and  Bethlehem. 

These  firms  evidently  decided  to  remain  in  the  industry  des- 
pite the  overwhelming  evidence  available  to  them  that  they  would 
be  entering  a period  characterized  by  excess  capacity  and  slackened 
if  not  minimal  demand.  In  this  context,  it  should  then  be 
remembered  that  the  various  firms  comprising  the  industry  made  a 
positive  decision  to  remain  in  the  industry  based  on  their  assess- 
ment of  the  future  sales  and  profit  potential  of  the  industry. 

As  business  managers  they  no  doubt  understood  the  business  risks  to 
which  they  were  exposing  themselves  in  electing  to  remain  in 
the  shipbuilding  business. 

As  illustrated  by  the  data,  some  of  the  firms  in  the  industry 
managed  to  earn  what  appear  to  be  "respectable"  profits  over  the 
past  thirty  years. 

Here  we  need  to  define  the  term  "respectable."  The  measure 
that  we  have  used  in  determining  "respectability"  is  the  average 
rate  of  return  on  sales  and  owners  capital  earned  by  these  firms 
comprising  the  "Fortune  500."  These  are  the  bellweather  firms  in 
the  United  States.  They  account  for  the  preponderance  of  our  in- 
dustrial output,  and  they  are  generally  regarded  by  observers  as 
the  best  managed  and  best  financed  group  of  firms  within  the 
United  States.  We  believed  that  using  the  performance  of  this 
large  group  of  firms  as  an  evaluative  measure  allows  us  to  avoid 
the  criticism  of  having  selected  a less  efficient  base  for  com- 
parative purposes  or  otherwise  making  inappropriate  judgments  on 
the  nature  of  the  shipbuilding  industry.  Conversely,  in  selecting 
the  "Fortune  600"  as  our  comparative  base  we  are  aware  that  we 
may  be  subjecting  them  to  an  unfair  comparison.  In  essence,  we 


are  comparing  a relatively  small  industry  with  a spotty  history 
to  the  best  that  the  United  States  has  to  offer  industrially. 

However,  the  economic/financial  differences  between  the 
shipbuilding  industry  and  the  Fortune  500  are  more  pervasive  than 
those  suggested  by  sales  and  profit  comparisons  only.  The  ship- 
building industry  is  a part  of  our  so-called  defense  industrial 
base.  Based  on  our  research,  a direct  comparison  of  the  "defense 
industry"  to  the  non-defense  segment  of  American  industry  can  be 
seriously  misleading.  Compared  to  the  typical  "Fortune  500" 
firm: 

1)  Most  large  scale  defense-oriented  firms 
are  labor  intensive. 

2)  Most  large  scale  defense-oriented  firms 
are  thinly  capitalized. 

In  a sense,  this  suggests  that  most  defense  oriented  firms  finan- 
cially are  the  "weak  sisters"  of  our  economy.  Based  on  our 
analysis,  this  statement  is  both  true  and  untrue  reflecting  the 
rather  contradictory  nature  of  the  defense  business. 

1.  The  demand  for  the  output  of  this  group  of  fixms  has 
not  been  sufficient  since  WWI I to  allow  for  heavy  investments  in 
labor-saving  or  labor-substituting  plant  and  eguipment.  Because 
of  military  doctrine,  budgetary  constraints,  and  related  foreign 
and  military  policy,  the  rate  of  throughput  has  been  less  than 
optimal  for  industrial  efficiency.  Given  this,  the  more  intelli- 
gent business  policy  would  be  to  remain  labor  intensive.  In 
periods  of  slack  demand,  the  lower  breakeven  point  obtained  by 
remaining  labor  intensive  is  more  important  than  the  potentially 
more  substantial  profit  that  can  be  generated  by  a capital  intensive 
firm  during  periods  of  enhanced  demand. 

2.  Profits  on  defense  sales  tend  to  be  low;  2%  to  4%  pre- 
tax is  considered  to  be  "normal"  by  many  defense-oriented  firms. 
Conversely,  many  of  these  selfsame  firms  earn  as  much  as  20-60% 
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pretax  on  the  equity  capital  invested  in  defense  work.  We 
regard  this  difference  as  prima  facie  evidence  of  a thin  capital 
base  created  in  response  to  the  intensely  competitive  and  un- 
predictable nature  of  defense  business.  Once  again,  we  would 
maintain  that  a thin  capitalization  is  the  best  business  strategy 
to  pursue  given  the  nature  of  competition  within  the  defense 
industry. 

We  would  also  maintain  that  defense  business  is  not  attractive 
to  the  "cream  of  the  crop"  of  American  industry. 

This  gives  rise  to  a dangerous  circularity:  only  the  thinly 
capitalized,  labor  intensive  firm  has  the  potential  ability,  need , 
or  motivation  to  survive  in  the  defense  business  such  that  these 
are  the  only  firms  upon  whom  the  DOD  can  rely.  Thus  the  DOD  is 
locked  into  doing  business  with  a group  of  vendors  who,  for  the 
most  part,  are  less  than  stable  financially  if  conventional 
measures  of  corporate  health  are  used.  Their  lack  of  stability 
must  then  be  offset  by  such  devices  as  cost  plus  contracts  and 
generous  progress  payments.  By  shifting  the  business  risk  and 
capital  formation  problem  from  the  seller  to  the  buyer  as  compen- 
sation for  low  rates  of  return  on  sales,  and  the  appearance  and/or 
reality  of  intense  competition,  the  seller  locks  himself  into  a 
thinly  capitalized  future  with  a continuing  reliance  on  defense 
procurements.  The  DOD,  in  turn,  locks  itself  into  a continuing 
and  potentially  growing  dependence  on  a group  of  firms  who  are 
relatively  weak  financially.  This  then  calls  for  the  tight  cost 
control,  surveillance  activities,  and  the  "engagement"  process 
that  is  the  administrative  outgrowth  of  cost  plus  contracts  and 
routinely  scheduled  progress  payments. 

Of  importance  to  this  analysis,  then,  is  the  history  of  low 
profitability  and  thin  capitalization  in  the  defense  industry  in 
general  and  the  shipbuilding  industry  in  particular.  We  would 
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maintain  that  the  response  to  this  reality  is  behavior  characterized 
more  as  entrepreneurial  than  managerial.  The  shipbuilding  industry, 
no  less  than  other  segments  of  the  defense  industry,  appears  to 
be  typical  of  this  syndrome. 


The  Nature  of  Competition  within  the  Industry 

Observers  of  the  industry  have  attempted  to  characterize  the 
nature  of  competition  within  the  industry  as  being  simultaneously 
oligopolistic  and  monopsonistic . Oligopolistic  because  a limited 
number  of  firms  appear  to  dominate  the  industry.  Monopsonistic 
because  there  is  but  one  customer;  the  U.S.  government.  Neither 
rubric  appears  to  be  appropriate. 

First,  the  industry  has  suffered  from  a lack  of  demand  since 
the  early  1950 's.  There  has  never  been  sufficient  business 
available  at  one  time  to  exert  any  substantial  upward  pressure  on 
prices.  Given  this  set  of  circumstances,  it  would  appear  imposs- 
ible for  any  one  group  of  firms  to  fulfill  the  profitable  price 
leadership  role  that  is  one  of  the  hallmarks  of  oligopolistic 
competition.  Instead,  the  market  tends  to  behave  more  like  an 
auction  place  characterized  by  close  bidding  procedures  designed 
more  to  minimize  losses  than  maximize  profits.  The  shipbuilders 
have  had  little  or  no  control  over  the  market  in  which  they 
operate.  This  would  suggest,  at  first  blush,  that  they  are  fully 
exposed  to  the  inordinate  and  potentially  unconstrained  buying 
power  of  the  U.S.  government. 

The  facts  of  the  marketplace  do  not  support  this  contention. 
Serious  attempts  at  cost  control  by  the  buyer  in  the  marketplace 
when  coupled  with  inadequate  knowledge  of  price  and  cost  relation- 
ships are  not  prima  facie  evidence  of  monopsonistic  competition. 


The  fact  is  that  the  Navy  now  has  only  a limited  number  of  options 


available  to  it  in  the  purchasing  of  combatant  ships.  With  the 
passing  of  time,  these  options  are  being  narrowed  such  that  any 
undue  exertion  of  market  power  could  lead  to  the  further  erosion 
of  the  shipbuilding  base,  an  outcome  that  the  Navy  can  ill  afford. 
Thus,  the  Navy  must  reach  a financial  accommodation  with  its 
shipbuilding  base,  preferably  by  altering  or  modifying  substan- 
tially the  acquisition  process  in  recognition  of  the  impact  on  the 
shipbuilding  base  of  the  limited  demand  for  U.S.  built  commercial 
vessels.  The  shipyards  cannot  survive  without  the  Navy.  Con- 
versely, the  Navy  cannot  survive  without  the  yards.  This  reciprocal 
need  would  suggest  that  although  classifying  competition  as 
oligopolistic  or  monopsonistic  may  be  theoretically  correct,  it 
is  factually  misleading.  Some  better  definition  of  the  nature  of 
the  competitive  process  in  the  industry  needs  to  be  developed  to 
more  accurately  portray  its  economic  environment. 

In  support  of  the  need  for  a redifinition  of  the  nature  of 
competition  within  the  shipbuilding  industry,  two  key  points  need 
to  be  reviewed. 

1.  The  repair  and  conversion  business  appears  to  be  the 
key  profit  generator  within  the  industry.  Ship  construction  per  se 
appears  to  generate  a heavy  portion  of  final  sales  dollars,  but 
very  little  (and  oftentimes  negative)  profits.  Because  of  their 
lack  of  capital  intensity,  many  shipyards  may  be  able  to  cut  back 
on  the  scale  of  their  operations  and  survive  albeit  as  smaller 
business.  This  is  especially  so  for  those  few  yards  that  will 
not  be  forced  to  shutdown  these  next  few  years  because  of  the 
current  lack  of  demand  for  commercial  ships.  The  shrinking 
supply  base  would  then  provide  the  surviving  firms  with  more 
economic  power  than  they  now  possess.  At  that  time,  if  one  wishes 
to  be  theoretical,  they  may  then  attain  the  type  of  market  control 
that  is  generally  associated  with  the  term  "ologopolistic . " 

However,  this  is  doubtful. 


2.  It  is  doubtful  because  any  grasp  of  inordinate  economic 
power  by  the  shipyards  can  be  moderated  by  the  Navy  by  the  simple 
expedient  of  expanding  the  scope  of  its  own  building,  repair  and 
conversion  activities.  This  is  not  now  politically  palatable 
but  might  become  so  were  the  shipbuilding  base  to  shrink  so 
substantially  so  as  to  provide  the  surviving  yards  with  inordinate 
economic  power. 

In  a sense,  then,  the  shipbuilding  industry  is  unique  in 
that  the  key  buyer  can  also  be  a supplier  as  a partial  offset 
against  any  inordinate  shift  in  economic  power  towards  the  private 
sector.  Conversely,  the  existing  base  has  a construction  capa- 
bility not  easily  duplicated;  i.e.,  the  nuclear  capability  of 
Newport  News  and  Electric  Boat.  Because  of  this,  then,  neither 
side...  neither  the  Navy  nor  the  private  sector... can  exert 
extreme  competitive  pressure  on  the  other.  Rather  they  must 
subsist  side-by-side  and  reach  some  mutually  beneficial  economic 
and  financial  understanding.  This  may  be  the  oligopoly  referred 
to  by  some  theorists  but  if  it  is,  the  Navy  will,  in  fact,  be 
forced  to  behave  more  as  one  of  a series  of  congenial  competitors 
than  as  an  unruly  or  unconstrained  buyer. 

Classifying  this  industrial  environment  as  either  oligopo- 
listic or  monopsonistic , then,  may  lead  to  a misinterpretation  of 
the  facts  and  from  this  inappropriate,  if  not  contradictory  ac- 
quisition policies.  This  is  not  to  suggest  that  a new  theory  or 
industry  competition  needs  to  be  developed  but  rather  that  the 
implicit  assumptions  of  the  old  theory  need  not  guide  future 
behavior . 
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PROFIT  DRIVING  FACTORS;  THE  COMMERCIAL  SECTOR 

The  key  factor  driving  profits  in  the  commercial  shipbuild- 
ing industry  appears  to  be  the  lack  of  an  orderly,  sustained  and 
adequate  demand  for  U.S.  built  ships.  From  1950  through  1975, 
for  example,  contracts  for  only  628  merchant  ships  of  1000  d.w.t. 
or  over  were  placed  in  the  United  States.  During  that  same 
period,  the  foreign  owned  shipping  subsidiaries  of  American  corpora- 
tions purchased  1,948  ships  abroad. 

The  lack  of  demand  stems  basically  from  two  interrelated 
factors : 

1)  The  high  cost  of  building  a ship  in  the 
United  States. 

2)  The  high  cost  of  operating  a U.S.  flag 
ship . 

The  underlying  cause  of  these  high  costs  was,  until  recently,  wage 
scales  in  the  shipbuilding  and  sea  transport  industries,  although 
the  high  cost  of  U.S.  materials  has  also  contributed  to  the  ship- 
building dilemma.  However,  in  the  case  of  shipbuilding,  the  higher 
cost  of  labor  and  material  is  far  from  a complete  explanation. 

The  incontrovertible  fact  is  that  the  United  States  has  not 
been  motivated  since  the  Civil  War  to  develop  an  efficient  ship- 
building and  sea  transport  industry.  We  have  tended  to  build  too 
few  ships  over  too  long  a period  of  time.  The  only  exceptions 
to  this  rather  general  statement  about  levels  of  output  are  the 
periods  of  encompassed  by  World  War  I and  II.  Then  the  need  to 
build  both  a commercial  and  combatant  fleet  of  adequate  size  and 
capability  was  clearly  in  the  national  interest.  The  build-up 
of  our  fleet  was  done  expeditiously.  However,  because  our  economy 
then  was  relatively  independent  of  foreign  trade,  the  postwar  need 
to  maintain  a potentially  high  cost,  large-scale  peacetime  mari- 
time industry  was  negligible.  Our  post  WWI  and  WWIl  dominance 


of  the  maritime  industry  was  thus  ceded  to  others.  Appendix  D 
discusses  this  history  in  some  detail.  Unlike  the  aircraft 
industry,  for  example,  the  United  States  had  no  significant 
technological  advantage  in  shipbuilding  per  se  that  it  needed  or 
wanted  to  maintain.  This  is  because  in  the  final  analysis, 
shipbuilding  is  a relatively  non-complex,  construction-oriented 
business  inconsistent  with  the  high  technology,  mass  production 
orientation  typical  of  most  American  industry.  Further,  the 
industry  was  dominated  by  relatively  small  companies  prior  to 
WWII.  The  companies  that  elected  to  remain  in  the  greatly  dimin- 
ished post  WWII  market  for  commercial  ships  were  equally  small 
when  measured  by  American  standards  of  corporate  size.  Thus,  it 
appears  safe  to  say  that  the  industry  did  not  have  the  political 
clout  in  peacetime  to  gain  the  type  of  legislation  needed  to 
protect  Its  corporate  interests. 

Based  on  our  analysis,  the  IRS  Acts  of  1962  are  strident 
testimony  to  the  industry's  insignificant  political  power.  This 
Act,  as  discussed  in  Appendix  E,  provided  a disincentive  in  the 
early  1960 's  for  American  industry  to  either  buy  ships  in  the 
United  States  or  to  own  ships  that  fly  the  American  flag.  The 
tax  advantages  then  granted  to  the  foreign-based  shipping  subsidi- 
aries of  American  corporation  more  than  offset  any  other  incentive 
granted  them  by  the  highly  competitive  procedures  instituted  in 
the  shipbuilding  industry  by  Marad  in  the  early  post-war  years. 
Because  of  the  IRS  Acts,  it  is  our  opinion  that  the  industry 
never  again  had  the  motivation  or  the  opportunity  to  show  that  it 
could  compete  worldwide.  The  Act  effectively  denied  the  industry 
entry  into  the  market  for  the  serial  production  of  commercial 
ships,  the  one  area  where  it  had  a potential  advantage  over 
foreign  competition.  Our  analysis  thus  suggests  that  our  foreign 
policy  in  the  late  '50s  and  early  '60s  was  the  root  cause  of  the 
lessened  demand  for  U.S.  built  ships  and  that  high  unit  costs, 


although  important  are  more  aptly  defined  as  secondary  contribu- 
ting causes. 

In  all  fairness,  it  should  be  noted  that  our  foreign  policy 
made  sense  in  the  late  '50s  and  early  '60s. 

1.  Our  military  posture  then  emphasized  heavily  the  use  of 
nuclear  weapons.  This  was  the  period  of  massive  retaliation. 

This  posture  de-emphasized  the  needs  for  the  more  conventional 
tools  of  war:  planes,  ships  and  tanks.  It  also  deemphasized 
the  need  for  the  seaborne  logistical  support  of  our  Allies.  Nu- 
clear confrontation,  at  best,  calls  for  a 30  to  60  day  war.  A 
massive  merchant  fleet  is  not  a concomitant  part  of  this  scenario. 
Given  the  comparative  advantage  then  enjoyed  by  the  "redeveloping" 
nations  who  were  to  become  our  key  allies,  it  made  great  economic 
and  political  sense  to  cede  control  of  this  industrial  sector  to 
them,  and  especially  to  those  nations;  i.e.,  Japan  and  Germany, 
whose  economies  were  then  and  now  highly  dependent  on  foreign 
trade.  In  peacetime  a viable,  commercially  oriented  shipbuilding 
base  is  not  essential  to  a healthy  domestic  economy. 

2.  American  wage  scales  in  the  1950 's  and  1960 's  were 
significantly  higher  than  those  of  the  "redeveloping"  nations 
whose  economies  had  literally  been  destroyed  by  the  war.  There 
was  no  way  that  the  American  shipbuilding  industry  could  then 
compete  with  foreign  yards  short  of  a continuation  of  WWI I policies. 
With  some  2000  ships  in  a reserve  fleet  and  a military  policy 
based  on  massive  retaliation,  this  also  made  little  or  no  sense. 

3.  In  addition  to  the  wage  scale  differentials,  there  was 
also  the  reality  of  an  over-valued  dollar.  The  U.S.  could  buy 
more  abroad  with  the  same  amount  of  money  of  certain  low  technology 
commodities  than  it  could  buy  in  the  United  States.  Ships  were 
but  one  of  those  commodities.  The  $100  billion  invested  in  over- 
seas subsidiaries  by  large  U.S.  corporations  is  mute  testimony  to 
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the  dollar's  buying  power  in  the  1960 's  and  1960's.  The  economic 
situation  has  now  changed  as  has  the  geopolitics  of  sea  power  and 
raw  material  supply. 


Thus,  the  IRS  Acts  of  1962  ratified  into  reality  the  relative 
and  potentially  temporary  non-competitiveness  of  the  U.S.  ship- 
building industry.  Unfortunately,  it  also  tended  to  perpetuate 
this  situation  by  driving  overseas  a heavy  portion  of  the  demand 
for  ships  by  U.S.  owners.  If  some  of  the  1,948  ships  contracted 
for  abroad  had  been  built  instead  in  the  United  States,  the 
evidence  now  available  to  us  suggests  that  the  industry  might 
well  be  more  competitive  today  and,  in  light  of  the  devaluation 
of  the  dollar  and  the  escalation  in  the  foreign  wage  scales,  be 
close  to  self-sufficiency  in  whatever  worldwide  market  for  merchant 
ships  may  develop  over  these  next  three  to  ten  years.  The  more 
cogent  threat  to  the  U.S.  shipbuilding  industry  today  is  the 
potential  migration  of  the  shipbuilding  industry  from  the  re- 
developed to  the  underdeveloped  nations;  e.g.,  Korea. 

This  potential  migration  would,  in  our  opinion,  deliver  the 
final  coup  de  grace  to  the  industry  with  respect  to  the  market 
for  commercial  medium  sized  (30,000  to  50,000  d.w.t.)  ships.  The 
industry  would  be  sustained  by  the  very  limited  demand  for  Jones 
Act  shipi. : the  limited  demand  for  ships  generated  by  the  cargo 
preference  acts  and,  of  course,  combatants  which,  for  security 
reasons,  need  to  be  built  in  the  United  States. 

A change  in  foreign  policy,  or  in  military  doctrine  generated 
by  new  geopolitical  interpretations  could  reverse  this  trend  and 
bring  back  to  the  United  States  sufficient  domestic  demand  to 
create  a highly  competitive  U.S.  shipbuilding  industry.  But  this 
action  is  beyond  the  purview  of  either  the  Navy  or  Marad.  In  our 
opinion,  the  most  that  these  two  federal  agencies  can  now  do  to 
create  the  environment  for  the  full  restoration  of  the  U.S.  ship- 
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building  industry  would  be  to  explore  the  boundaries  of  maritime 
technology;  e.g.,  ship  design  and  related  factors.  If  the  U.S. 
shipbuilding  industry  can  develop  the  type  of  technological 
advantage  that  our  aircraft  industry  has  heretofore  enjoyed, 
the  possibility  exists  for  the  private  sector  renaissance  of 
an  industry  vital  to  our  national  interests  in  a world  economy. 


PROFIT  DRIVING  FACTORS;  THE  NAVY  SECTOR 

Contrary  to  general  opinion.  Navy  construction  business 
appears  to  be  no  more  or  less  profitable  for  the  shipyards  than 
commercial  business.  This  appears  to  be  the  result  of  the  fact 
that  Navy  contracts  normally  call  for  the  serial  construction  of 
ships  that  are  reasonably  similar  to  one  another.  Serial  produc- 
tion allows  the  yards  to  gain  the  benefits  of  the  so-called 
"learning  curve."  Further,  since  so  few  yards  are  now  qualified 
to  build  Navy  ships,  they  do  have  some  ability  to  exert  upward 
pressure  on  the  price  paid  by  the  Navy.  Part  of  this  pressure-- 
if  that  is  an  apt  way  to  characterize  it--is  no  doubt  derived  from 
the  fact  that  the  cost  of  ship  construction  in  Navy  yards  has 
generally  been  greater  than  that  in  commercial  yards  so  that 
accurate  cost  comparisons  are  not  easily  derived.  Also,  for  the 
time  being  at  least,  by  Congressional  order,  all  combatants  for 
the  Navy  must  be  built  in  private  yards,  once  again  reducing  the 
cost  pressure  that  the  Navy  can  exert  on  its  vendors. 

In  a sense,  and  despite  the  awe-inspiring  size  of  the  claims 
filed  against  the  Navy  by  three  of  its  prime  contractors,  the  pre- 
sent situation  represents  an  uneasy  truce  between  the  Navy  and  the 
shipyards.  The  Navy  needs  the  ships;  the  yards  need  the  business. 
Particularly,  the  yards  need  the  repair  and  conversion  business 
generated  by  the  Navy.  The  limited  evidence  available  to  us  sug- 
gests that  this  type  of  work  is  more  profitable  than  construction. 
Furthermore,  the  scheduling  of  this  work  is  more  orderly  and  sub- 
stantially more  predictable  for  time  and  price  than  is  the  market 
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for  new  ships.  Thus,  despite  the  derogation  of  the  Navy  by  some 
of  its  key  shipbuilders.  Navy  business  tends  to  be  as  profitable 
as  commercial  work. 

In  this  regard,  it  should  be  noted  that  the  Navy's  view  of 
the  contractor/mi 1 i tary  service  relationship  appears  to  be 
substantially  different  than  that  of  its  sister  services.  Ships 
are  the  only  major  weapon  system  still  purchased  on  the  basis  of 
Firm  Fixed  Price  Contracts.  Most  aircraft,  for  example,  aie 
acquired  through  the  medium  of  a cost  plus  contract,  or  a variant 
of  a cost  plus  contract.  Cost  plus  contracts  shift  the  business 
risk  from  the  seller  to  the  buyer  and  aie  regarded  by  the  Aii  Force 
as  de  riguer  in  the  acquisition  of  aircraft.  Much  more  complex 
and  costly  ships  are  still  purchased  on  the  basis  of  Firm  Fixed 
Price  contracts,  the  conventional  business  technique  for  shifting 
business  and  contract  risk  fiom  the  buyei  to  the  seller.  Tlie 
massive,  multi-billion  dollar  contract  for  five  LHAs  and  30  DD963 
destroyers  placed  in  the  late  '60s  by  the  Navy  with  Litton  is  a 
classic  case  of  the  use  of  a Firm  Fixed  Price  contract  on  a massive 
contract . 

In  addition,  the  Navy  does  not  generally  follow  the  practice 
ol  both  the  Air  Force  and  the  Army  in  pioviding  its  shipbuildeis 
with  government  owned  plant  or  manufactui ing  equipment.  Excluding 
progress  payments,  the  Navy  sliipbuildei  is  strictly  on  his  own 
financially  and  resource  wise.  Because  of  this,  the  Nav'y-shipbui  Idei 
relationship  is  an  anomaly  within  the  more  generalized  context  of 
DOD,' contractoi  relationships.  An  additional  anomaly  of  potential 
consequence  to  the  Navy'contractoi  relationship  is  the  Navy's  latent 
ability  to  build  its  own  ships  in  its  own  yaids.  No  other  military 
service  has  the  ability  to  construct  or  produce  in  its  own  plant 
and  with  its  owti  personnel,  the  centerpiece  of  its  weapons  systems. 
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Assigning  weights  to  these  two  factoxs--the  continued  use 
of  Firm  Fixed  Price  contracts  and  tlie  Navy's  ability  to  build 
ships  in  its  own  f aci 1 ities--is , of  course,  impossible.  It 
appears  intuitively  evident,  however,  that  these  two  factors  taken 
together  serve  to  moderate  profit  rates  within  the  industry  so  that 
shipbuilding  per  se  is  the  least  piofitable  component  of  tlie 
defense  industrial  base  irrespective  of  the  financial  measures 
used.  This  last  statement  is  subject  to  but  one  caveat:  that  we 
view  the  industry  as  a whole  and  do  not  isolate  out  the  financial 
strength  of  the  individual  shipbuilding  firm.  The  more  profitable 
firm  within  the  industry  tends  to  concentrate  on  conmiercial  business 
Conversely,  the  results  of  the  two  firms  who  concentrate  primarily 
on  Navy  business  can  be  regarded  as  reasonably  salutory.  For 
the  shipyard  which  understands  DOD  contracting  procedures  and  has 
a concomitant  degree  of  market  control;  i.e.,  product  specialization 
the  Navy  is  a reasonably  good  customer  if  profit  rates  are  used 
as  the  key  criterion.  Because  of  this,  the  onus  of  industry  pro- 
fitability should  not  be  placed  on  the  Navy's  shoulders. 

PROFIT  DRIVING  FACTORS:  SUMMARY 

To  return  to  an  earlier  point,  the  key  reason  for  the  rela- 
tively low  profits  of  the  U.S.  shipbuilding  industry  is  the  lack 
of  an  orderly  sustained,  and  predictable  demand  for  U.S.  built 
merchant  vessels.  The  root  cause  for  this  lack  of  demand  can, 
in  our  opinion,  be  found  in  the  foreign  policy  imbedded  in  the  IRS 
Acts  of  1962,  although  the  current  impact  of  these  Acts  on  the 
shipbuilding  base  is  minimal.  However,  they  are  the  basis  foi 
much  of  our  current  history. 

The  Navy  has  moderated  somewhat  the  impact  of  this  Act  by 
its  acquisition  of  combatants  from  the  private  sector  but  not 
sufficiently  enough  to  influence  the  general  charactei  of  the 
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industry.  It  has  done  very  little  to  ameliorate  industry  condi- 
tions. Conversely,  it  can  do  little.  The  major  action  that  it 
can  take  would  be  to  switch  out  of  its  current  reliance  on  Firm 
Fixed  Price  contracts  and  move  towards  the  more  generalized  use  in 
shipbuilding  of  cost  plus  contracts.  This  should  not  be  expected 
to  generate  more  profit  for  the  industry;  that  is  not  the  intent 
of  cost-oriented  contracting.  Rather,  by  shifting  a heavy  portion 
of  the  business  risks  from  seller  to  buyer,  this  contract  form 
should  serve  to  rationalize  the  need  for  maintaining  industry 
capabilities,  a matter  of  utmost  urgency  once  a wartime  scenario 
is  anticipated.  The  appropriate  use  of  correctly  structured  cost 
plus  contracts  can  provide  the  incentive  for  the  industry  to 
undertake  base  preserving  activities  such  as  labor  force  stabili- 
zation and  capital  investment  policies.  Firm  Fixed  Price  contracts 
in  an  environment  characterized  by  low  and  unstable  demand  will 
not  create  this  environment. 


CHAPTER  IV:  FOOTNOTES 


Profit  76  can  be  used  as  support  for  the  contention  that  the 
defense  industry  earns  lower  profits  than  American  industry 
in  general.  The  one  caveat  here  is  that  the  measure  be  pro- 
fit on  sales.  When  profit  is  related  to  owner's  equity  (net 
worth),  a different  picture  can  emerge.  Appendices  B and  C 
contain  data  on  the  return  to  capital  on  the  defense  business 
undertaken  by  General  Dynamics.  Pretax  returns  of  from  40%  to 
60%  are  reported.  Similar  evidence  was  found  on  firms  such 
as  Lockheed,  Fairchild  Industries,  and  other  defense  con- 
tractors. One  or  two  situations  must  then  be  contemplated: 
that  they  are  highly  profitable  firms  or  thinly  capitalized. 
Since  profits  on  sales  are  low,  the  high  return  reported  on 
equity  can  only  be  the  result  of  thin  capital  bases.  To 
offset  this  less  than  optimal  financial  situation,  most  de- 
fense contractors  rely  on  periodic  progress  payments  to  meet 
their  capital  needs. 

Once  again,  generalizations  are  dangerous.  It  can  be  alleged 
that  Newport  News  can  exert  monopoly  pressure  on  the  Navy  on 
the  construction  of  nuclear  powered  aircraft  carriers.  No 
other  firm  in  the  United  States  has  the  capability  now  of 
producing  so  large  and  complex  a ship.  The  countervailing 
power  here,  then,  is  more  political  than  economic:  Congress 
can  simply  refuse  to  appropriate  the  money  for  large  scale 
nuclear  carriers.  In  the  same  vein,  it  can  be  alleged  that 
Newport  News  and  Electric  Boat  possess  true  oligopolistic 
power  on  the  construction  of  nuclear  submarines.  This  would 
now  appear  to  be  true,  suggesting  some  modification  of  the 
comments  in  the  body  of  our  report  based  on  more  discrete 
"product  line"  analyses. 
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APPENDIX  A:  NOTE  ON  THE  CONGLOMERATES 

Since  the  late  1950 's,  the  industry's  structure  has  under- 
gone two  major  transformations: 

1.  With  the  exception  of  the  Todd  Shipyards,  virtually  all 
of  the  surviving  major  shipyards  in  the  United  States  which  were 
not  part  of  major  corporations;  e.g.,  Sun  and  Bethlehem,  have  been 
acquired  by  conglomerates.  A number  of  medium-sized  yards  were 
also  acquired  by  smaller  conglomerate  type  firms,  but  the  impact 
of  this  group  of  yards  on  the  industry  is  not  significant  to  this 
report. 

2.  The  industry  has  become  more  concentrated.  Three  firms, 
Newport  News,  General  Dynamics,  and  Litton,  are  now  responsible 
for  the  bulk  of  the  industry's  order  volume.  In  1976,  for  example, 
they  accounted  for  $2.3  billion  of  total  industry  sales  of  $5.2 
billion.  These  three  firms,  plus  Bath  Ironworks,  account  for 
virtually  all  of  the  Navy's  purchase  of  combatants. 

The  entry  into  the  industry  of  the  conglomerates  appears  to 
be  a mixed  blessing. 

On  the  negative  side,  it  would  appear  that  the  conglomerates 
viewed  the  shipyards  as  bargain  priced  "targets  of  opportunity." 

1 ) General  Dynamics  acquired  the  Fore  River  Ship- 
yards (Bethlehem  Steel)  for  $5,000,000  in  cash. 

2)  Litton  Industries  acquired  the  Ingalls  Shipyards 
for  some  $5,700,000  of  its  common  stock. 

3)  Lockheed  purchased  the  Puget  Sound  Yard  for  some 
$6,600,000  in  cash,  and  $1,600,000  of  its  common 
stock  for  a total  acquisition  price  of  $8,200,- 
000. 

4)  Ogden  purchased  Avondale  for  some  $4,000,000  in 
cash  plus  a promissory  note  for  $10,000,000  for 
a total  acquisition  price  of  $14,000,000. 
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5)  Tenneco  acquired  the  Newport  News  Shipbuilding 

Company,  then  the  largest  factor  in  the  industry 
for  approximately  $123,600,000.  Of  this  amount, 
some  $21,600,000  was  represented  by  a stock  swap. 

The  balance  of  the  purchase  price  was  accomplished 
with  a 25  year  7%  debenture.  This  was  the  only 
acquisition  that  may  be  regarded  as  involving  a 
substantial  sum  of  money. 

The  one  exception  to  the  conglomerate  rule  was  Bath  Iron 
Works  which,  instead  of  being  acquired  by  a conglomerate,  became 
one  itself  by  acquiring  the  Congoleum  Coiporation . The  total 
consideration  here  was  approximately  $33,000,000.  The  instrument 
used  by  Bath  to  acquire  Congoleum 's  stock  was  a convertible 
preferred  stock. 

The  apparent  motivation  for  the  purchase  of  the  shipbuilding 
firiii  by  the  conglomerates  was  to  provide  relatively  inexpensive 
entry  into  an  industry  characterized  by  a high  sales/invested 
capital  ratio.  Although  not  especially  profitable  when  measured 
by  a profit/sales  ratio,  the  labor  intensive  nature  of  shipbuild- 
ing and  the  relatively  minor  sums  of  money  needed  for  incremental 
investments  in  plant  and  equipment  provides  an  environment  in 
which  the  profit  rate  on  invested  capital  can  be  quite  substantial . 

In  addition,  it  appeared  in  the  mid  1960 's  that  the  industry 
would  enjoy  a renaissance  sparked  by  Navy  demand.  The  substantial 
F.D.L.  program  as  well  as  the  nine  ship  L.H.A.  and  thirty  ship 
DD963  program  was  in  the  offing.  Because  these  programs  would 
generate  massive  sales,  they  were  of  great  interest  to  the  growth 
oriented  conglomerate.  Since  any  analysis  of  the  industry  would 
have  then  revealed  the  need  for  minimal  investments  in  fixed 
assets,  excellent  cash  flow  characteristics,  and  good  to  excellent 
returns  on  invested  capital  the  profit  potential  for  the  acquisi- 
tion minded  conglomerate  was  excellent.  When  coupled  with  the 


bargain  prices  for  which  most  yards  were  then  available,  they 
became  intriguing  targets  of  opportunity  for  the  conglomerates. 
If  the  acquisition  price  by  the  conglomerate  is  used  as  an 
evaluation  measure,  the  otherwise  desultory  earnings  of  many  of 
the  shipyards  take  on  a different  perspective.  The  only  yard 
that  sold  for  a high  price  was  Newport  News.  The  evidence 
available  to  us  strongly  suggests  that  Tenneco  recovered  much  of 
its  initial  cash  investments  in  Tenneco  by  failing  to  reinvest 
depreciation  expenses  in  new  plant  and  equipment.  (See  Appendix 
B)  It  was  not  until  1973  that  Tenneco  began  reinvesting  sub- 
stantial sums  of  money  in  new  plant  and  equipment.  Although 
more  conventional  modes  of  financial  analysis  might  suggest  that 
the  industry  is  not  overly  profitable,  a capital  budgeting  view 
derived  from  the  acquisition  price  would  tend  to  suggest  the 
opposite . 

Notwithstanding  the  above,  the  industry  is  now  a poor 
investment  vehicle  characterized  by  an  inadequate  and  unpredic- 
table demand  for  new  ships.  The  busir.ess  environment  these  past 
few  years  has  been  one  of  high  risk  and  low  returns. 

It  is  this  negative  perspective  which  gives  rise  to  our 
earlier  statement  that  the  conglomerate  takeover  of  much  of  the 
major  shipbuilding  capacity  in  the  United  States  was  a blessing 
in  disguise.  Without  the  underlying  financial  strength  of  the 
conglomerates,  a number  of  shipbuilding  firms  might  not  have 
survived  the  disorderly  market  that  has  obtained  these  past  ten 
years.  Without  the  access  to  capital  provided  by  the  parent,  a 
number  of  firms  could  not  have  bid  on  what  little  business  was 
available  to  them.  Thus,  an  earlier  statement  of  the  Federal 
Trade  Commission  that  not  all  conglomerate  acquisition  resulted 
in  an  effort  to  boost  efficiency  and  profits  or  to  enhance 
resource  allocation,  must  now  be  tempered  by  the  more  recent 
evidence  of  conglomerate  support  of  the  shipbuilding  industry. 
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Conglomerate  ownership  has  benefited  the  industry  by  pro- 
viding it  witli  access  to  both  the  short  term  and  the  long  term 
capital  that  it  needed.  From  1970  through  1976,  over  $1.5 
billion  in  funds  was  committed  to  plant  and  equipment  moderniza- 
tion and  expansion.  Unfortunately,  a heavy  portion  of  this  money 
was  spent  in  anticipation  of  the  major  shipbuilding  program 
called  for  by  the  Merchant  Marine  Acts  of  1970.  This  Act  pro- 
jected a ten  year  300  ship  program.  To  date,  contracts  for 
only  62  ships  have  been  negotiated  leaving  the  industry  with 
excess  capacity  and  thin  order  books.  Unless  there  is  a rapid 
turn  around  in  the  demand  for  U.S.  built  merchant  ships,  fully  60% 
of  the  15  or  16  larger  shipyards  in  the  United  States  may  have 
to  close  their  doors  between  now  and  1981.  Conversely,  should 
national  policy  vis-a-vis  the  maritime  industries  undergo  a 
change  of  direction,  these  yards  could  be  reopened  because  of  the 
financial  flexibility  of  the  conglomerate  parent. 

As  noted  earlier,  the  conglomerates  minimized  the  cost  of 
entry  into  the  shipbuilding  industry  by  acquiring  existing  firms, 
most  of  which  were  then  undercapitalized.  These  acquisitions 
shared  certain  characteristics  (See  Table  5): 

1)  The  acquired  shipbuilding  companies  generally 
enjoyed  profitable  growth  rates  and  good  cash 
flows . 

2)  The  transaction  (18.6)  multiple  of  the  only 
public  shipbuilding  company,  Newport  News,  was 
higher  than  the  purchaser's  book  value  or  stock 
market  P/E.  In  contrast,  the  transaction  mul- 
tiple of  the  large  private  shipyards  such  as 
Ingalls  and  Avondale  were  lower  than  the  buyer's 
price/earnings  ratios  and  book  values. 

The  conglomerates  were  willing  to  accept  dilu- 
tion of  their  own  shares  to  make  the  deal . 

Cash  tenders  of  $15.5  million  represented  only 
9,6%  of  the  total  purchase  price  of  the  various 
yards . 


3) 


5)  The  transaction  ranged  from  2%  to  10%  of  the 
buyer's  total  market  value. 

6)  At  the  time  of  the  acquisition  or  merger  the 
conglomerates  tended  to  be  in  a better  position 
than  the  average  Standard  and  Poor  500  company 
comparison  as  measured  by  cash  flow  and  profits. 

7)  The  original  investments  of  most  of  the  major 
conglomerates  were  recouped  either  in  later 
profit  growth  or  earnings  power. 

The  dominance  of  the  shipbuilding  industry  by  conglomerates 
creates  several  financial  reporting  problems:  (1)  results  of  the 
shipbuilding  subsidiaries  and  the  parent  are  often  unsegregated 
so  that  isolating  out  the  results  of  the  shipbuilding  operation 
may  be  especially  difficult,  and  (2)  company  classification  based 
on  industry  becomes  extremely  tenuous  with  the  result  that  reported 
industry  wide  data  more  often  than  not  may  lack  information  on 
important  companies. 

With  respect  to  the  second  problem,  there  are  firms  such  as 
Boeing  and  F.M.C.  who  are  in  the  shipbuilding  industry  but  who, 
nonetheless,  are  rarely  ever  considered  in  a review  of  the 
industry.  Although  the  failure  to  properly  account  for  firms 
such  as  these  is  not  critical  to  this  study,  their  exclusion 
(and  that  of  other  companies  such  as  Trinity/Equitable)  may  distort 
somewhat  the  results  of  this  analysis. 

The  more  critical  problem  is  the  financial  one  that  is  created 
by  inconsistent  reporting  practices  on  income  and  balance  sheet 
presentations.  Some  companies  book  sales  only  upon  completion  and 
delivery  of  a ship;  others  use  a percentage  of  completion  basis. 
Because  the  shipbuilding  cycle  is  a lengthy  one,  financial  charges, 
and  other  relevant  financial  data  is  not  normally  provided  the  publ 
by  the  parent  so  that  there  is  no  way  of  appropriately  calculating 
the  overall  contribution  to  overhead  and  profit  generated  by  the 
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shipbuilding  subsidiary.  Based  upon  our  general  knowledge  of  the 
defense  industry  and  the  more  widely  used  techniques  for  allocating 
corporate  overhead  and  other  expenses,  shipyard  profits  are,  in  all 
likelihood,  somewhat  understated.  In  addition,  it  is  also  likely 
that  profits  on  Naval  ships  are  somewhat  more  understated  than 
profits  on  merchant  vessels.  Appendices  B and  C provide  some 
evidence  on  this  matter  and  form  the  basis  for  our  earlier  statement 
with  suggested  that  two  financial  views  of  the  industry  need  to  be 
taken: 

o The  more  conventional  one  that  relates  profits  to 
sales  and  the  capital  base  of  the  shipbuilding 
subsidiary  acquired  by  the  conglomerate. 

o The  equally  realistic  but  less  conventional  measure 
that  relates  shipbuilding  profits  to  the  costs  to 
the  conglomerate  of  acquiring  this  stream  of  pro- 
fits . 

That  some  of  the  conglomerates  failed  to  manage  their  newly 
acquired  subsidiaries  profitably  does  not  detract  from  the  inherent 
profitability  of  their  investment  in  shipbuilding  capacity. 

Neither  the  Navy  nor  Marad  nor  the  industry,  we  would  maintain, 
should  be  Jield  responsible  for  the  inability  of  a limited  number 
of  firms  to  gain  the  profits  that  they  anticipated  when  they 
bought  into  the  industry.  Notwithstanding  this,  it  is  still 
evident  that  the  shipbuilding  industry  is  only  marginally  pro- 
fitable, and  that  there  are  vast  and  often  unpredictable  year- 
to-year  swings  in  industry  sales  and  profits. 

The  profitability  problem,  however,  can  only  be  solved  by 
creating  an  environment  in  which  the  Navy  and  the  industry  have 
full  faith  and  confidence  in  one  another.  In  order  to  create  this 
environment  we  now  believe  that  there  must  not  only  be  a change 
in  contractual  form  but  that  the  Navy  and  industry  must  jointly 
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agree  on  milestone  standards,  cost,  and  financial  reporting 
procedures.  To  accomplish  this,  we  believe  that  a joint  Navy/ 

I Industry  committee  should  be  formed  dedicated  to  the  task  of 

defining  mutually  acceptable  financial  and  cost  accounting  pro- 
t cedures  as  the  first  step  in  a long-term  disengagement  process. 

^ The  alternative  to  this  is  the  public  sector  ownership  of  the 

I greater  bulk  of  our  shipbuilding  capacity. 
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APPENDIX  B:  NOTE  ON  NEWPORT  NEWS 


Because  of  its  overall  importance  to  the  study,  we  also  at- 
tempted to  validate  through  an  analysis  of  Renegotiation  Board 
data  the  figures  on  Newport  News  derived  from  its  10-Ks  and  an- 
nual reports.  Exhibit  B-1  is  a transcript  of  the  data  submitted 
to  the  Board  by  Newport  News.  The  firm  shows  a substantial  loss 
on  Navy  business  in  1968,  the  year  it  was  acquired  by  Tenneco. 
Public  reports  (Exhibit  B-2 ) show  shipbuilding  profits  for  this 
year,  albeit  on  a different  sales  volume.  Based  on  this,  we 
hypothesized  either  (1)  a Navy  loss  offset  by  commercial  gain 
or  (2)  differing  accounting  periods.  Because  we  could  not  clarify 
the  matter  and  because  the  data  suggested  the  type  of  reporting 
conflict  that  might  well  be  caused  by  a change  in  accounting 
periods,  we  used  the  data  for  1968  set  forth  in  Exhibit  I. 

Although  we  recognize  the  impact  on  Newport  News  if  it  did 
in  fact  sustain  a loss  for  this  period,  it  once  again  is  not  sig- 
nificant enough  a variation  to  affect  the  analysis  in  the  body 
of  our  report. 

Exhibit  B-1,  in  addition  to  the  above,  provides  significant 
data  on  Newport  News'  investment  in  government  business  and  the 
pretax  returns  earned  on  these  investments. 


Data  begins  with  the  renegotiation  board  act  of  1951. 
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APPENDIX  C:  NOTE  ON  ELECTRIC  BOAT  AND  GENERAL  DYNAMICS 


As  noted  in  the  body  of  our  report,  we  were  unaible  to  locate 
any  reliable  and  consistent  data  on  the  shipbuilding  activities  of 
General  Dynamics  (Electric  Boat  and  Quincy)  after  1952.  Prior  to 
that  date.  Electric  Boat  was  a separate  entity  and  the  figures 
used  for  that  period  were  obtained  from  public  records,  primarily 
Dow- Jones  archives . 

The  earliest  public  track  of  the  data  available  to  us  was  the 
information  reported  after  1968  in  the  10-Ks  filed  with  the  Secur- 
ity and  Exchange  Commission.  This  is  the  basis  of  the  data  used 
in  Exhibit  II.  It  was  used  with  some  sense  of  misgivings  because 
although  we  found  other  data,  it  was  impossible  to  reconcile  this 
data  because  of  its  incompleteness  and  differing  accounting  (but 
legitimate)  practices. 

Exhibit  C-1  for  example  shows  operating  losses  from  "marine" 
business  of  $82.6  million  in  1968  versus  the  $92.6  million  used  in 
Exhibit  II.  In  addition  a $7,200,000  loss  is  shown  in  Exhibit  II 
for  1971  versus  the  $8.6  million  shown  in  Exhibit  C-1.  We  did  not 
regard  this  difference  as  significant  to  our  study.  G.  D.  obvious- 
ly lost  substahtial  amounts  of  money  building  ships.  From  the  per- 
spective of  the  study,  $5,000,000  variance  on  the  loss  reported  is 
of  no  significance. 

We  similarly  elected  to  reject  Exhibit  C-2  which  reduces  the 
shipbuilding  loss  from  $92.6  million  pre-tax  to  $45.4  million  net 
of  tax  inasmuch  as  no  full  explanation  for  the  changes  could  be 
located.  And,  once  again,  because  even  a change  of  this  "magni- 
tude ($25-30,000,000)  would  not  alter  the  conclusions  drawn  from 
our  overall  analysis  of  Exhibit  II. 

We  did  not  attempt  to  determine  if  these  were  commercial  or 
Navy  construction  created  losses.  The  data  made  available  to  us 
from  the  Renegotiation  Board  (Exhibit  C-3)  would  suggest  that  the 


losses  resulted  from  Navy  business  if  the  companies  presentation 
of  its  operating  results  (the  Screening  Report)  is  regarded 
as  valid.  If  the  post-review  calculations  are  accepted  as 
correct  (RB67  data),  and  then  the  company  suffered  no  loss 
in  1968  and  1969  on  renegotiable,  i.e.,  defense  business. 

Because  the  Freedom  of  Information  Act  prohibits  access  to 
any  more  data  than  shown  in  Exhibit  C-3,  we  did  not  pursue  the 
matter  further  but  accepted  the  10-K  data  as  a reasonably  valid 
interpretation  of  the  results  of  G.D.'s  shipbuilding  activities. 

Before  turning  away  from  this  data,  special  attention  should 
be  drawn  to  the  pretax  earnings  on  sales,  net  worth  and  capital  re 
corded  on  defense  business  by  this  contractor  from  19B8  through 
1969.  This  particular  statement  supports  our  more  general  thesis 
on  the  "thin  capitalization"  of  many  large  defense  oriented  con- 
tractors . 


(2)  Includes  s (14,127,000  reduction  of  esralngs  resulting  from  e retrosctlve 
change  frua  deferral  to  expense  basla  of  accounting  for  certain  adalnla* 
tratlre,  marketing  and  developaent  costa. 
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Exhibit  C-2 

Spurce:  SEC  Annual  Report 


Suniraar>  of  Sales  and  Earnings  b)  Lines  of  Business  1970  1969 

DoHsis  in  tlioussnds 

Military  aircraft  and  space  sysIcKs $1,289,008  $1,666,088 

Comaieicial  aircraft $9,418  31,912 

Tactical  missiles 147,257  192,709 

Marine  372463  269.428 

Telecommunicatioos  135412  126,455 

Data  products 27459  26308 

K.sourem 212326  195.855 


Operating  Earnings  (Losses),  act  of  laaes:  ' ' ' ' ' ' 

ftfiliiary  aircraft  and  space  system!i $ 12380  $ 38.036 

Cofflmen.'ia)  aircraft (3389)  (4,931) 

Tactical  missiles (I5,9w,<)  1,906 

Marine  2.927  ( 45.374) 

Telecommunications  7314  7,686 

D.^la  producte (12,095)  ( 10373)‘2> 

Resources  (less  minorit/ interest) 14362  20.046 

Tout  $ 6396  8 6.796 

Deductions  (Income)  Net  Allocated,  net  af  taxea: 

Interest  espense I 11,320  8 8360 

Olhm.  net 1,482  (4,095) 

Net  Eanungs  (Loss) 

Netes: 


tit  ir.'Os-iccntshT.ehr.-strrirtriliscosfeislalhe  IWOpnwnsliso 

12)  t"!~''r«sr'‘'">7,'''>  (of:'rlsi)  at mnliing fnmi  s iiliiisiit~  T*~~Tnr  — ^ t-  »s*o 

I lor eotsia sdaiiaiiustiic, eeuietiac oai drfeispncal  was 

131  |-  *'Vi  s p'  ' '3  (■'  -?  fi)  e'^iiisa  uesrebe*  reictllet  tics  the  ictresciiis  sspUcalioa  si  s 
>'  r *'  ' • 1 iRcibtils  of  dspftcijttos  to  ihs  uraiab-lias  nirthod  by  ihs 


I 


SOURCE: RB  67  DATA SOURCE : SCREENING  REPORT SOURCE: RBI SOURCE: RBI 


Data  begins  with  the  Renegotiation  Board  act  of  1951 


APPENDIX  D:  THE  SHIPBUILDING  INDUSTRY  IN  AMERICA 


THE  EARLY  DAYS 


Necessity  gave  birth  to  the  shipbuilding  industry  in  America. 
Colonists  in  the  new  world  found  themselves  isolated  by  the  fail- 
ure of  the  English  to  maintain  regular  trans-Atlantic  route  ser- 
vice. Some  colonies  fared  better  than  others;  those  lacking  the 
raw  materials  that  the  British  desired  were  often  completely  by- 
passed by  English  ships. ^ As  commerce  among  the  colonies  them- 

2 

selves  grew,  so  did  the  need  for  a local  merchange  fleet.  Until 
the  late  nineteenth  century,  sea  transport  was  cheaper  and  far 
more  expedient  than  land  transport,  particularly  in  the  Americas. 

The  economic  conditions  in  Massachusetts  in  the  late  1630s 
provided  the  first  real  spur  to  colonial  shipbuilding.  Political 
and  religious  reform  in  England  produced  a precipitous  drop  in  the 
numbers  of  new  immigrants.  Yet,  many  English  ships  continued  to 
call  at  the  port  of  Boston.  Their  captains  expected  to  find  a good 
market  and  hard  cash  for  their  cargoes.  When  they  found  little 
specie  available,  they  were  reluctant  to  accept  either  promises  or 
agricultural  produce  in  exchange  for  goods.  Depression  threatened 
as  English  merchants  limited  credit  and  ignored  the  commodities 
Massachusetts  held  for  export.  Boston  merchants  were  forced  to  fi- 
nance the  development  of  domestic  shipbuilding  in  order  to  establish 
regular  coastal  trade.  Such  trade  would,  in  time,  provide  a flow 

3 

of  cash  and  credit. 

In  January  1640,  the  Massachusetts  government  passed  a series 
of  laws  aiding  debtors.  These  laws  required  the  acceptance  of 
commodities  when  cash  was  unavailable.  Other  legislation  was  pas- 
sed promoting  the  iron  and  cloth  industries,  both  of  which  were 
vital  to  shipbuilding.  In  September  1640,  Governor  John  Winthrop 
advocated  the  creation  of  a Massachusetts-built  and  owned  merchant 


fleet  which  would  free  the  colony  from  its  dependence  on  English 
4 

shipping. 

Pennsylvania,  New  York  a)^d  Virginia,  soon  followed  suit. 
Philadelphia  had  a particularly  active  shipbuilding  community 
which  had  little  competition  within  its  region.  Nevertheless, 
close  cooperation  between  Boston's  merchants  and  shipbuilders  and 
a sympathetic  colonial  legislature  allowed  Massachusetts  to  dom- 
inate American  shipbuilding  throughout  the  colonial  era.^ 

The  years  from  1690  to  1713  saw  the  greatest  spurt  in  ship 
construction  and  repair.  War  with  France  depleted  the  English 
fleets.  Moreover,  the  British  merchant  community  was  expanding 
beyond  the  capacity  of  England's  shipyards.  Colonial-built  ves- 
sels were  popular  with  British  merchants,  and  they  carried  much 
British  owned  trans-Atlantic  commerce.  Although  restrictive  legis- 
lation was  passed  to  control  the  growth  of  other  American  indus- 
tries, there  was  no  attempt  to  suppress  colonial  ship  construction. 
As  a result,  by  mid-century  local  and  inter-colonial  shipping  was 
generally  built  and  owned  by  colonists.  On  the  eve  of  the  Revo- 
lution, at  least  a third  of  the  British  fleet  was  American  built. 
American  shipbuilding  was  a well-established  industry.^ 

The  Revolution  disrupted  trade  routes  and  stalled  commerce. 
Nevertheless,  shipyards  were  busy  refitting  merchant  vessels  to 
serve  as  warships  in  the  Continental  Navy  and  providing  repairs 

7 

to  deunaged  vessels.  Letters  of  marque  issued  by  the  Continental 
Congress  authorized  the  launching  of  privately  owned  warships  to 
supplement  the  tiny  Navy.  Privateers  sailed  in  refitted  merchant 
ships  as  well  as  in  ships  constructed  with  venture  capital.  Ameri- 
can owners  received  two-thirds  of  any  prize  money  brought  by  the 

P 

sale  of  captured  British-owned  ships.  The  New  England  privateers 
harassed  transports  and  supply  ships  and  did  much  damage  to  British 
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coastal  military  operations. 

With  the  winning  of  independence,  the  United  States  entered 
the  first  phase  of  national  development.  American  wealth  lay  in 
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commerce  and  shipping.  Finished  goods  and  industrial  products 
were  imported  from  Europe,  while  raw  materials  and  agricultural 
products  were  exported.^®  The  new  government  acted  c[uickly  to 
promote  a prosperous  maritime  industry.  The  first  tariff,  enacted 
by  the  First  Congress  in  1789,  stipulated  a 10%  reduction  in  custom 
duties  for  imported  goods  carried  in  American  vessels.  This  Act 
also  provided  a tonnage  tax  favorable  to  American  shipping.  By 
the  end  of  the  eighteenth  century,  American  ships  carried  most  of 
the  country's  trade. 

The  war  between  France  and  England  however  stymied  the  growth 

in  U.S.  trade  and  commerce.  The  Embargo  Act  of  1807  stopped  all 

foreign  trade  and  halted  shipbuilding.  American  goods  accumulated 

on  piers  and  docks.  The  War  of  1812  further  damaged  the  economy 

of  the  country.  Ships  rotted  in  port,  and  in  protest,  the  New 

England  states  refused  to  send  their  quota  of  troops  to  the  Army 
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or  to  pay  their  quota  of  federal  taxes. 

Following  the  war,  a sympathetic  national  administration  help- 
ed to  revitalize  the  maritime  industry.  The  Navigation  Act  of 
1817  restricted  domestic  coastal  trade  to  American  flag  vessels. 
Shortly  thereafter.  Federal  Maritime  Hospitals  were  established  to 
serve  sailors.  Though  the  merchant  fleet  received  little  else  in 
the  form  of  government  assistance,  the  maritime  industry  flourish- 
ed. Many  improvements  were  made  in  shipping  and  navigation.  By 
the  1840s  the  American-designed  clipper  ships  were  known  worldwide 
for  their  speed.  The  merchant  fleet  was  second  only  to  England's. 

Throughout  this  era  of  successful  expansion,  the  industry  remained 

13 

strictly  private  enterprise. 

The  first  federal  subsidy  payment  was  made  in  1845.  That 
year.  Congress  authorized  the  Postmaster  General  to  award  mail 
subsidies,  with  preference  given  to  steamships  which  could  be  con- 
verted to  vessels  of  war.  Between  the  years  1847  and  1858,  $14.4 


million  was  spent  on  mail  subsidies  to  help  esteiblish  regular 


steamship  service  to  the  West  Coast,  Europe,  and  South  America. 

However,  these  subsidies  were  discontinued  in  1858  after  several 

subsidized  lines  encountered  financial  difficulties,  and  it  was 

generally  agreed  that  mail  subsidies  had  proven  to  be  both  in  ef- 
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fective  and  an  unnecessary  drain  on  the  budget. 

The  Decline  of  the  Merchant  Fleet 


The  Civil  War  marked  a turning  point  for  the  U.S.  merchant 
fleet.  Owners  were  anxious  to  protect  their  vessels  from  Confed- 
erate raiders  and  to  avoid  exorbitant  insurance  rates.  Many  ships 
were  transferred  to  neutral  flags.  Those  that  were  transferred 
could  not  be  returned  to  U.S.  registry.  Many  other  ships  were 
sunk  during  the  hostilities.  By  the  end  of  the  war,  the  U.S. 
foreign  trade  fleet  had  fallen  from  2.5  million  to  1.5  million 
gross  tons.^^ 

The  development  of  European  steel-hull  ships  was  even  more 
devastating.  The  advanced  technology  of  Europe  gave  British  and 
Continental  builders  a considerable  advantage  by  cutting  tlie  cost 
of  building  iron  vessels.  The  higher  price  of  domestically-built 
ships  reduced  their  potential  earnings  in  foreign  trade.  Invest- 
ment in  American-built  trans-oceanic  ships  was  no  longer  atractive 
These  problems  were  further  compounted  by  the  fact  that  the  econom 
ic  development  of  the  United  States  had  entered  its  second  phase. 
U.S.  capital  was  drawn  toward  the  western  frontier  and  expanding 
domestic  markets.  Because  there  was  little  need  to  pursue  foreign 
markets,  America's  shipbuilding  technology  fell  further  and 
further  behind  the  propeller-driven  British  steamships. 

In  1891,  a serious  attempt  was  made  to  reverse  this  trend  by 
passage  of  the  Subsidy  Act.  The  objectives  of  the  S\absidy  Act 
were  to  expand  trade  and  to  strengthen  national  defense  by  extend- 
ing mail  contracts  to  high  speed  ships.  The  Post  Office  was 
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authorized  to  invite  fifty-three  proposals  for  liner  service. 
Unfortunately,  the  Subsidy  Act  was  singularly  ineffective.  At 
no  time  prior  to  its  expiration  in  1923  were  more  than  eight  sub- 
sidized lines  in  operation.  The  American  Line  was  the  only  new 

line  established  under  the  Act,  and  it  received  more  than  half 
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of  the  total  subsidy  payment  of  $29.6  million 

By  the  turn  of  the  century,  the  internal  development  of  the 
country  was  largely  completed.  America  entered  a new  phase  based 
upon  a balanced,  self-sustaining  economy.  American  financiers, 
with  their  rapidly  expanding  industrial  plants,  began  to  investi- 
gate the  unexplored  markets  of  Central  and  South  America,  as  well 
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as  the  Far  East. 

Three  events  of  this  period  added  dramatic  impetus  to  the  re- 
vival of  U.S.  maritime  interests.  During  the  Spanish-American 
War,  the  U.S.  Naval  detachments  in  the  Philippinies  and  those 
blockadinig  Cuba  were  so  seriously  hampered  by  a lack  of  colliers, 
scouts,  and  supply  vessels  that  the  Navy  was  forced  to  purchase 
and  charter  foreign  vessels.  The  following  year,  England  with- 
drew large  numbers  of  British  merchant  ships  from  North  Atlantic 
trade  to  aid  in  the  suppression  of  the  Boers.  The  impact  on  U.S. 
freight  rates  and  services  was  so  severe  that  it  was  later  claimed 
that  American  exporters  had  financed  the  Boer  War.  The  deficiencies 
of  the  American  merchant  marine  were  again  underscored  in  1908 
during  the  round-the-world  cruise  of  Theodore  Roosevelt's  Great 
White  Fleet.  The  fleet  lacked  the  necessary  auxiliary  ships  and 
was  attended,  instead,  by  a motley  array  of  colliers,  tankers, 
and  tenders  bearing  foreign  flags.  These  experiences  provided 
hard,  tangible  evidence  of  the  need  to  further  develop  the  U.S. 
merchant  marine.  A viable  fleet  was  a necessity  if  the  country 

was  serious  about  fulfilling  its  manifest  destiny  as  a great 
19 

world  power. 

The  principal  obstacle  to  operating  U.S.  merchant  ships  in 
foreign  trade  was  the  requirement  that  they  be  constructed  in 


American  yards.  When  first  enacted,  in  1789,  this  restriction 
had  provided  an  effective  stimulus  to  the  infant  shipbuilding 
industry.  One  hundred  years  later,  it  was  an  insurmountable  hurdle 
for  U.S.  shippers.  The  higher  cost  of  American  steel  forced  pro- 
duction costs  forty  percent  to  seventy  percent  higher  than  those 

of  Great  Britain  or  Germany.  Further,  many  believed  that  U.S. 
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vessels  were  not  efficient  on  the  ocean.  This  allegation  was 

disputed  by  U.S.  shipbuilders,  who  claimed  that  their  vessels  were 

indeed  "sea  worthy."  They  argued  that  the  use  of  American  built 

ships  was  restricted  to  domestic  trade  by  various  market  factors, 

not  by  deficient  ship  designs  or  antiquated,  costly  production 

methods.  Nevertheless,  their  public  image  as  producers  for  a 

sheltered  domestic  market  hurt  them  severely.  American  capital 

flo..ed  overseas  to  purchase  foreign-built  ships  for  registry  under 
2 1 

foreign  flags.  By  the  beginning  of  the  twentieth  century,  only 

one  American  Trans-Atlantic  line  was  in  operation.  American  ships 
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were  carrying  less  than  ten  percent  of  U.S.  trade. 

Debate  raged  over  the  most  appropriate  action  for  the  federal 
government  to  take  to  resolve  these  problems.  The  Democrats  howl- 
ed over  the  evils  of  the  Republican  tariff  system.  Here,  they 
claimed,  was  a perfect  example  of  a protective  tariff  that  aided 
one  industry  to  the  detriment  of  another.  Republicans  were  un- 
willing to  endorse  the  Democrats'  free  ship  policy.  They  argued 
instead  for  a protective  system  which  would  bring  steelmakers, 
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shipbuilders,  and  ship  owners  under  one  comprehensive  program. 

In  1904,  Congress  created  a Merchant  Marine  Commission  to  in- 
vestigate the  issues  and  determine  what  legislation  should  be  en- 
acted to  promote  the  maritime  industry.  The  Commission's  final  re- 
port was  published  in  1905,  and  a bill  was  submitted  to  Congress 
with  a recommendation  for  prompt  action.  The  bill  provided  for  the 
establishment  of  national  defense,  the  creation  of  a force  of  Naval 
volunteers,  the  establishment  of  U.S.  oceanic  mail  lines,  the 
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promotion  of  commerce,  and  the  development  of  new  types  of  ves- 
sels. Typically,  the  Commission  members  could  not  agree  on  either 
the  conclusions  drawn  in  the  report  or  on  the  report's  recommenda- 
tions. The  majority  of  the  Commission  favored  a subsidy  progreun, 

24 

while  the  minority  advocated  a return  to  discriminatory  duties. 

Concurrently,  the  first  proposal  for  a government-built  and 

owned  merchant  fleet  was  heard.  The  plan  called  for  a government 

— fleet  operated  in  foreign  trade  by  a national  commerce  commission. 

Both  this  proposal  and  the  Commission's  bill  failed  to  pass  Con- 
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gress.  A modified  bill  offered  in  1906  also  failed. 

Finally,  in  1910,  the  stalemate  was  resolved  in  the  form  of 
a rider  to  the  Panama  Canal  Act.  The  rider  granted  shipowners  the 
right  to  acquire  foreign-built  ships  on  a duty-free  basis  for  opera- 
tion in  foreign  trade.  It  also  removed  duties  from  all  shipbuild- 
ing materials  used  in  the  construction  of  U.S.  flag  vessels.  The 
rider  had  little  impact.  A shift  to  U.S.  registry  involved  some 
disruption  of  operations  and  resulted  in  slightly  higher  wage 

costs.  U.S.  operators  were  given  no  incentive  to  switch,  merely 

^ . 26 
permission  to  do  so. 

There  were  other  attempts  to  assist  the  floundering  maritime 
industry.  The  1913  Underwood  Tariff  was  enacted  in  an  attempt  to 
provide  an  incentive  other  than  subsidy.  Commodity  imports  arriv- 
ing in  U.S.  flag  vessels  were  allowed  a five  percent  tariff  reduc- 
tion. In  effect,  this  reduced  inbound  freight  rates  by  twenty 
percent  to  thirty  percent.  Four  years  later,  the  Supreme  Court 
ruled  that  the  tariff  conflicted  with  U.S.  treaty  obligations  and 

was  therefore  null  and  void.  The  tariff  had  no  lasting  effect  on 

27 

industry  growth. 


World  War  I 

At  the  outbreak  of  World  War  I,  U.S.  flag  ships  were  employed 
almost  exclusively  in  the  only  market  which  was  reserved  to 
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them-domestic  trade.  Most  trans-oceanic  transport  was  dependent 
upon  British,  German,  French,  and  Italian  shipping.  The  with- 
drawal of  the  belligerents'  ships  from  U.S.  foreign  commerce 
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created  severe  problems  requiring  prompt  federal  action. 

Two  statutes  were  immediately  enacted  to  encourage  U.S.  ship- 
owners to  take  over  trade  routes  from  which  the  belligerent  nations 
were  withdrawing.  The  first  authorized  the  Treasury  to  write  risk 
insurance  on  American  ships.  The  second  liberalized  the  terms 
under  which  American  shipowners  might  transfer  vessels  registered 
abroad  to  the  safety  of  the  American  flag.  The  results  were  im- 
mediate; by  September  1914,  more  than  half  (over  250,000  tons)  of 
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American-owned  shipping  had  been  transferred  to  U.S.  registry. 

Nevertheless,  shipping  rates  soared.  Many  felt  that  further 
action  was  required  to  bring  more  ships  into  foreign  trade.  In 
the  first  clearly  articulated  program  of  its  kind.  President 
Wilson  proposed  the  organization  of  a government  corporation  to 
acquire  and  operate  a fleet  of  approximately  fifty  vessels.  The 
proposal  passed  the  House,  but  was  soundly  defeated  in  the  Senate 
which  now  believed  that  commercial  demand  was  sufficient  to  spark 
the  shipping  industry.  Events  soon  proved  them  to  be  correct. 
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Within  two  months  the  shipyards  were  saturated  with  private  orders. 

Many  other  maritime  bills  were  introduced  and  defeated  until 
passage  of  the  Shipping  Act  in  1916.  The  Shipping  Act  established 
a five  member  Shipping  Board  as  a permanent,  independent  body  with 
broad  promotional,  investigatory,  regulatory,  and  administrative 
powers.  The  Board  was  authorized  to  acquire  and  to  construct  ves- 
sels and  to  participate  in  liner  and  conference  agreements.  The 

Board  was  also  authorized  to  control  the  transfer  of  U.S.  vessels 
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to  foreign  flags. 

The  Shipping  Act  was  primarily  designed  to  equip  a neutral 
United  States  to  carry  on  commerce  in  a war  torn  world.  However, 
since  the  Board  was  not  organized  until  January  1917,  there  was 
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no  opportunity  to  test  the  effectiveness  of  its  programs  in  meet- 

32 

ing  commercial  needs.  When  the  United  States  declared  war 

April  6,  1917,  it  was  necessary  to  rely  on  foreign  vessels  to 
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transport  men  and  supplies  to  the  fighting  fronts. 

Two  months  passed  before  a decision  was  reached  to  undertake 
an  emergency  shipbuilding  program.  The  government  was  almost 
totally  unprepared  for  this  task.  Enactment  of  the  guiding  legis- 
lation, the  Shipping  Act  of  1918,  took  several  additional  months. 

The  1918  Act  slightly  modified  the  1916  Act.  It  prohibited  the 
transfer  of  a U.S.  flag  ship  to  foreign  registry,  the  sale  or 

leasing  of  a shipyard  or  drydock  to  a foreigner,  and  the  building 
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of  a shipyard  by  a foreigner. 

Under  the  1916  Shipping  Act,  the  U.S.  embarked  upon  its 
largest  shipbuilding  effort  to  date.  The  goal  was  to  construct 
over  3,000  new  vessels.  The  first  step  was  to  establish  capable 
shipyards . The  most  commonly  used  method  was  for  the  government 
to  pay  the  cost  of  constructing  facilities  erected  on  land  pur- 
chased by  shipbuilding  companies.  Virtually  all  of  the  new  ship- 
yards were  built  in  either  the  Northeast  or  the  Pacific  Northwest. 
The  most  famous  yards  were  Bristol,  Pennsylvania;  Groton,  Connecti- 
cut; and  Newburgh,  New  York.  These  yards  were  essentially  horizon- 
tal in  design  and  required  much  water  frontage.  There  was  little 
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space  at  the  head  of  the  ways  for  fabricating  shops. 

During  World  War  I,  shipyards  were  primarily  points  of  assemb- 
ly. The  ships  built  were  prefabricated  in  the  sense  that  the  steel 
was  cut,  bent,  drilled,  and  riveted  together  in  transportable  sizes 
outside  the  yards.  These  prefeibricated  sections  were  then  shipped 
from  the  structural  steel  plants  to  the  yards  in  freight  cars . 

The  Shipping  Board  speed  record  was  set  by  the  Columbia  River  Ship- 
building Corporation  which  delivered  an  8,000  ton  vessel  fifty-two 
days  after  laying  keel.^^  A total  of  2,318  ships  were  built  between 
1918  and  1922.^^ 
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Although  these  results  were  remarkable,  delivery  was  too  late. 

Of  the  more  than  3,000  ships  authorized  for  construction,  less 

than  one-sixth  were  completed  before  Armistice  Day,  and  only  a few 
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vessels  ever  saw  wartime  service.  Enormous  resources  were  ex- 
pended, and  enormous  waste  was  entailed.  Too  much  time  was  con- 
sumed in  developing  facilities.  Additional  time  was  lost  through 

labor  slowdowns  and  strikes.  Wages  rose  160%  from  1915  to  1918. 
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There  were  one  hundred  strikes  in  19,17  alone.  By  the  conclusion 
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of  the  program  in  May  1922,  $3.3  billion  had  been  spent. 

When  finally  launched,  the  Shippiing  Board's  fleet  was  the 

largest  merchant  fleet  in  the  world.  However,  more  than  half  of 

the  vessels  were  owned  by  the  government,  which  had  no  experience 
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in  the  management  of  commercial  shipping.  Since  many  of  the 

ships  had  been  designed  under  emergency  conditions,  they  were  not 
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suited  to  peacetime  use. 

The  authority  vested  in  the  Shipping  Board  to  own  and  operate 
ships  was  slated  to  expire  five  years  after  the  Armistice.  Unfor- 
tunately, the  legislation  gave  no  guidelines  either  for  the  manage- 
ment of  a peacetime,  publicly-owned  fleet  or  for  the  transfer  of 

the  fleet  to  the  private  sector.  The  Merchant  Marine  Act  of  1920 
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was  passed  to  remedy  these  omissions. 

The  1920  Act  is  best  known  for  the  statement  of  purpose  in 
its  preface.  The  Act  stipulated  that  it  was  the  policy  of  the 
United  States  to  foster  and  maintain  a merchant  marine  capable  of 
carrying  the  greater  part  of  U.S.  commerce  and  of  serving  as  a 
naval  or  military  auxiliary  in  time  of  war  or  national  emergency. 
The  fleet  was  ultimately  to  be  owned  and  operated  by  private  citi- 
zens. These  same  principles  underlie  the  merchant  marine  legisla- 
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tion  of  today. 

The  provisions  of  the  Merchant  Marine  Act  directed  the  Ship- 
piing Board  to  determine  essential  trade  routes  and  to  sell  or 
charter  the  vessels  to  maintain  these  routes.  If  no  private  enter- 
preneur  could  be  induced  to  provide  a particular  service  on 
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acceptable  terms,  the  Board  was  authorized  to  operate  vessels 
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itself  until  satisfactory  sale  terms  could  be  negotiated.  In 

addition,  the  Act  provided  for  a construction  loan  fund,  a tax 

exemption  on  earnings  deposited  in  special  trust  funds  for  the 

building  of  new  vessels,  and  for  the  transport  of  mail  by  U.S. 

flag  vessels.  Finally,  the  Act  reaffirmed  the  policy  of  reserv- 
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ing  domestic  trade  to  ships  built  and  manned  by  Americans. 

The  shipping  boom  collapsed  almost  immediately  after  the 

Merchant  Marine  Act  was  passed.  Seventeen  percent  of  the  world's 

fleet  was  idled.  The  government's  plans  for  ship  sales  were 

shattered.  Vessels  built  for  $200  to  $250  a ton  were  offered  for 

only  $30  a ton.  Even  at  this  price,  the  Shipping  Board  received 

few  bids.  A deficit  of  $52  million  was  recorded  by  the  Board  in 

1922,  $53  million  in  1923,  and  $16  million  in  1924.  There  was 

great  pressure  on  the  government  to  transfer  the  shipping  lines  to 
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private  owners  regardless  of  the  terms. 

Few  private  owners  were  in  a position,  however,  to  assume  re- 
sponsibility for  operating  shipping  lines.  Few  had  any  practical 
experience  beyond  that  of  acting  as  a manager  for  government-owned 
lines.  Nevertheless,  the  Act  favored  established  operators  and 
thereby  tended  to  cut  out  other  private  entrepreneurs  who  often 
had  more  capital.  This  practice  merely  served  to  undermine  the 
competitive  bidding  process.  Finally,  there  was  no  effective 

mechanism  for  assuring  the  long-term  success  of  private  operators 
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who  acquired  government  lines.  The  provisions  of  the  Act  simply 
allowed  for  the  sale  of  ships  at  low  cost  to  an  experienced  opera- 
tor who  was,  in  turn,  bound  to  provide  service  over  a designated 

route.  As  time  passed,  American  ships  were  increasingly  out- 
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performed  by  more  modern  foreign-built  ships. 

Recognizing  the  vulnerability  of  the  U.S.  shipping  industry, 
Congress  passed  the  Merchant  Marine  Act  of  1928.  Although  this 
Act  permitted  the  continuation  of  government  ownership  and  opera- 
tion, it  was  primarily  intended  to  shore  up  private  industry. 


The  1928  Act  authorized  an  indirect  subsidy  to  U.S.  shippers  in 
the  form  of  mail  contracts.  Unfortunately,  there  were  no  useful 
standards  for  determining  the  proper  amount  for  individual  con- 
tracts. Although  the  Act  called  for  competitive  bidding,  its 
provisions  favored  a few  established  firms.  Soon  after  passage 
of  this  Act,  the  shipping  industry  was  once  again  in  difficulty , 

In  1930,  President  Hoover  appointed  a commission  to  review 
the  existing  merchant  marine  legislation  and  the  procedures  of 
the  Shipping  Board.  The  commission  recommended  against  the  sale 
of  the  American  Diamond  Lines  and  the  American  France  Lines  to 
the  United  States  Lines.  It  opposed  the  principle  of  consolidating 
small  concerns  into  one  large  company.  It  favored,  instead,  the 
Shipping  Board's  policy  of  creating  and  supporting  new  shipping 
concerns  as  the  best  means  of  promoting  a sound  merchant  marine. 

Despite  these  efforts,  the  U.S.  merchant  fleet's  share  of 
foreign  trade  continued  to  decline.  As  a result  of  the  building 
progreim  for  World  War  I,  the  share  of  U.S.  foreign  trade  carried 
in  U.S.  vessels  rose  from  a low  of  9.3  percent  in  1904  to  a high 
of  51.3  percent  in  1921.  But  by  1931,  only  37  percent  of  the 
water-borne  foreign  commerce  of  the  U.S.  was  transported  in  U.S. 
vessels . 


The  New  Deal  in  Merchant  Shipping 

By  1930,  maritime  subsidies  had  been  a target  of  both  con- 
gressional and  public  criticism  for  over  fifty  years.  The  Shipping 
Board's  practice  of  awarding  mail  contracts  at  the  maximum  rates 
authorized  by  the  Merchant  Marine  Act  of  1928  heightened  the  ire 

of  critics.  With  the  onset  of  the  Depression,  the  criticism  became 
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even  more  pronounced. 

In  response.  Congress  undertook  substantive  modification  of 
the  1928  program.  In  1932  the  Shipping  Board  was  reduced  to  three 
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roembers.  In  1933,  the  Board  was  stripped  of  its  independent 

status  and  placed  under  the  jurisdiction  of  the  Department  of 

Commerce.  A rider  was  also  appended  to  the  1933  Independent 

Office  Appropriations  Act  authorizing  the  President  to  modify 

or  cancel  any  mail  contract  which  he  found  to  be  contrary  to  the 

public  interest.  Concurrently,  a congressional  subcommittee  was 

formed  to  investigate  mail  contracts;  the  Department  of  Commerce 

organized  a study  of  the  maritime  industry;  and  the  Post  Office 

Department  initiated  an  investigation  aimed  at  identifying  mail 
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contracts  that  could  be  cancelled. 

The  findings  of  these  three  investigatory  groups  were  made 
public  early  in  1935  and  revealed  a pattern  of  opportunism,  shoddy 
performance,  and  irresponsibility.  The  congressional  subcommittee's 
rtf,ort  called  for  the  repeal  of  the  1928  Act  and  the  cancellation 
of  any  further  aid  to  shipping.  The  Postmaster  General's  report 
recommended  tightening  up  the  administration  of  existing  laws.  The 
Department  of  Commerce's  paper  stressed  the  importance  of  a mer- 
chant marine  to  the  United  States  and  highlighted  the  need  for 
financial  assistance  to  private  firms.  The  Commerce  report  also 
stipulated  that  payments  should  not  exceed  the  cost  differentials 

between  U.S.  and  foreign  operations  and  that  strict  supervision 
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of  payments  should  be  assured. 

President  Roosevelt  foiwarded  the  Post  Office  and  Commerce 
reports  to  Congress  with  a request  for  legislation  authorizing  a 
new,  direct  subsidy  program.  His  request  included  the  following 
specifications  for  the  new  legislation.  The  subsidy  program  should 
compensate  for  the  difference  between  U.S.  and  foreign  construction 
and  operating  costs,  as  well  as  take  into  account  the  liberal  sub- 
sidies other  nations  provided  their  shipping  industries.  It  should 
ensure  adequate  supervision  of  payments  and  exclude  direct  aids, 
such  as  government  loans  for  construction.  Roosevelt  also  asked 
that  the  Shipping  Board  be  reorganized  to  separate  administrative 
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from  quasi- judicial  functions.  The  President  also  asked  for  the 
rapid  termination  of  all  ocean  mail  contracts.  Unfortunately, 
the  President  did  not  stipulate  how  a government-assisted  maritime 
industry  should  be  owned  and  operated,  nor  did  he  specify  the  size 
and  type  of  merchant  fleet  desired.  These  dilemmas  were  left  for 
Congress  to  resolve.^^ 

Congress  became  embroiled  in  a debate  which  continued  for 
fifteen  months.  A total  of  thirty-five  different  subsidy  bills 
were  drafted.  The  central  issue  was  government  versus  private 
ownership.  A collateral  issue  was  the  extent  to  which  the  govern- 
ment should  intervene  in  the  management  of  private  industry  in 
order  to  secure  public  objectives  and  protect  public  investment. 

Very  little  attention  was  given  to  formulating  the  objectives  of 
the  program;  instead,  the  debate  focused  on  alternative  strategies 
for  maintaining  an  efficient  foreign  trade  fleet  under  the  Ameri- 
can flag.  Even  the  public  hearings  on  the  proposed  bill  failed  to 
generate  any  testimony  on  how  the  new  law  might  be  structured  to 
assure  maximum  benefits  for  either  the  shippers  or  the  defense 
establishment.  In  fact,  no  testimony  was  received  from  any  repre- 
sentative of  the  military  seirvices.^^ 

Further,  there  was  no  agreement  among  administration  officials 

on  the  quantitative  objectives  for  development  of  the  U.S.  flag 

fleet.  Colonel  James  Johnson,  Assistant  Secretary  of  Commerce, 

recommended  that  a fleet  capable  of  carrying  75  percent  of  U.S. 

commerce  be  estciblished.  A.  H.  Haag,  Chief  of  the  Research  Division 

of  the  Shipping  Board  Bureau,  urged  that  the  fleet  not  be  expanded, 

but  that  provisions  be  made  for  replacement  of  obsolete  vessels. 

Given  this  lack  of  consensus,  the  congressional  sponsors  of  the 

bill  refused  to  designate  the  size  of  the  projected  fleet  or  even 
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to  estimate  the  total  cost  of  the  program. 

Finally,  in  late  March  of  1936,  the  Senate  Commerce  Committee 
reported  a compromise  bill  without  recommendations.  Agreement  with 


subsidy  opponents  was  only  reached  after  the  Senate  Appropriations 
Conunittee  threatened  to  withhold  funds  for  mail  contract  payments. 

C p 

The  bill  was  ratified  June  19,  1936. 

The  Merchant  Marine  Act  of  1936  established  the  Maritime 
Commission  as  the  successor  of  the  Shipping  Board.  The  Commission 
was  expected  to  modernize  the  American  merchant  marine  through 
the  judicious  distribution  of  subsidies  to  a limited  number  of 
American  shipping  companies.  Subsidies  were  limited  to  compensa- 
tion for  the  different  costs  of  constructing,  employing,  or  pur- 
chasing an  American  flag  vessel.  Subsidized  lines  were  also  re- 
quired to  have  a plan  for  the  replacement  of  old  vessels.  Annual 
deposits  ecjual  to  the  depreciation  on  subsidized  vessels  were  to 
be  placed  in  an  untaxed  capital  reserve  fund.  Earnings  in  excess  of 
ten  perc».iit  were  to  be  deposited  in  a special  reserve  fund  to  be 

held  until  the  government  had  recaptured  any  outstanding  construc- 
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ti on  loans. 

The  Maritime  Commission  was  also  authorized  to  build  vessels 
and  to  charter  them  to  commercial  lines  for  operation  over  essen- 
tial trade  routes.  The  Commission  was  also  empowered  to  operate 
training  schools  for  merchant  seamen  and  officers.  Thus,  the 
1936  Act  provided  government  support  for  constructing,  equipping, 
and  manning  the  U.S.  merchant  fleet. 

Like  all  other  pre-World  War  II  maritime  policies,  the  1936 
Act  remained  ambiguous  on  the  subject  of  defense  needs.  The  dual 
function  of  the  merchant  marine  as  a commercial  venture  and  as 
an  instrument  of  national  policy  in  times  of  peace  and  war  was 
widely  recognized.  Yet,  no  legislation  or  debate  on  merchant 
shipping  indicated  that  these  two  functions  were  potentially  in- 
compatible or  that  more  ships  might  be  needed  for  national  security 
than  could  feasibly  be  maintained  in  commercial  operation.  The 
basic  commercial  orientation  of  all  maritime  legislation  enacted 
from  1920  to  1938  was  simply  accepted  as  an  inevitable  and  satis- 
factory compromise  for  both  economic  and  defense  purposes. 
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Nevertheless,  the  1936  Act  did  however  give  the  Navy  an 
important  voice  in  formulating  Commission  policies  because  of  the 
poossible  use  of  the  vessels  by  the  Navy  in  time  of  war.  lr>e 
Act  thus  required  that  the  Commission  submit  contracts  and  specifi- 
cations for  new  vessels  to  the  Navy  for  approval.  This  procedure 
allowed  the  Navy  to  propose  any  changes  deemed  necessary  to  assure 
the  speedy  and  economical  conversion  of  merchant  ships  into  naval 

auxiliaries.  The  Commission  ultimately  assumed  the  cost  of  all 
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national  defense  features  added  to  subsidized  ships. 

The  nxunber  of  ships  constructed  prior  to  World  War  II  under 

the  auspices  of  the  Maritime  Commission  was  small  in  comparison 

with  the  number  constructed  during  the  war.  Nevertheless,  the 

building  that  did  take  place  was  extremely  important  preparation 

for  the  work  done  from  1941  to  1945.  A foundation  was  laid  through 

the  founding  and  expansion  of  shipyards,  the  development  of  new 
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ship  designs,  and  the  training  of  personnel . 

The  modernization  of  the  merchant  fleet  was  not  an  easy  task 
to  undertake.  By  1942,  91.8  percent  of  the  1,422  ocean  going  ves- 
sels registered  under  the  American  flag  would  be  twenty  years  old. 
All  of  the  225  government-owned  ships  would  be  twenty  years  old,  and 
most  of  these  had  been  in  moth  balls  since  World  War  I.  Although 
twenty-nine  large  combination  passenger-cargo  vessels  had  been 
built  under  the  1928  Act,  the  most  glaring  deficiency  in  the  U.S. 
fleet  was  the  shortage  of  dry-cargo  vessels.  Most  of  the  existing 
dry-cargo  vessels  were  obsolete  and  capable  of  only  10-  to  11-knots. 
Although  the  need  for  more  freighters  was  obvious,  there  was  no 
consensus  eunong  the  Navy,  the  Commissioners,  and  the  prospective 
operators  on  the  type  of  freighters  to  build.  The  conflict  arose 
from  divergent  goals:  the  Navy  needed  fast  ships;  the  shipping 
companies  were  interested  in  economy  of  operations. 

The  Navy  also  wanted  speedy  tankers  that  could  be  used  as 
auxiliaries.  Subsidies  aimed  at  increasing  the  speed  of  tankers  to 
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18  knots  were  among  the  first  granted  by  the  Maritime  Commission. 
Although  this  extra  speed  was  coveted  as  a "defense  feature,"  the 
U.S.  tanker  fleet  had  been  well  maintained  by  the  American  oil 
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companies  and  was  not  nearly  as  deficient  as  the  dry-cargo  fleet. 

Fortunately,  under  the  direction  of  Admiral  Land,  Chairman  of 
the  Maritime  Commission,  the  debates  about  ship  design  were  large- 
ly resolved  prior  to  the  onset  of  World  War  II.  Merchant  ship- 
building was  booming  as  the  war  drew  near,  and  the  revival  of  the 
industry  was  taking  place  under  the  guidance  of  the  Commission. 

The  Commission's  long-range  program  for  replacement  of  obsolete 

vessels  called  for  the  construction  of  fifty  ships  a year  for  ten 
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years . 

When  the  war  began  in  Europe,  the  demand  for  shipping  in- 
creased. A more  favorable  market  tor  merchant  ships,  coupled  with 
a more  urgent  potential  need  for  naval  auxiliaries  fostered  an  ac- 
celeration of  the  Commission's  long-range  program.  The  goal  of 
this  first  wave  of  expansion  was  to  issue  contracts  for  two  hundred 
ships  prior  to  July  1941.  Contract  appropriations  were  raised  by 
$57  million  by  the  Second  Deficiency  Appropriations  Act  of  1940. 
Before  the  end  of  1940,  forty-seven  ships  had  been  delivered,  and 
contracts  had  been  awarded  for  one  hundred  and  thirty  more.  The 
new  long-range  program  was  well  ahead  of  schedule. 

The  prewar  freighters  and  tankers  designed  for  the  long-range 
program  became  the  prototypes  for  the  wartime  construction  carried 
out  under  the  auspices  of  the  Commission.  These  ships  were  common- 
ly referred  to  as  standard  types,  and  they  were  remarkable  for 

67 

their  speed,  economy,  and  improved  crew  accommodations. 

The  methods  used  in  constructing  these  vessels  anticipated 
wartime  techniques.  The  use  of  welding  on  large  merchant  ships 
was  relatively  new.  However,  in  all  Commission  designs,  riveting 
was  replaced  by  welding  to  such  an  extent  that  the  weight  of  the 
hulls  was  substantially  reduced.  Lighter  hulls  had  the  advantage 
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of  securing  a greater  deadweight  carrying  capacity.  In  1940, 

Ingalls  produced  the  first  all-welded  ship  built  under  the  Coni- 
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mission's  program. 

The  Commission's  policy  of  constructing  standard  types  of 
vessels  was  coupled  with  an  effort  to  apply  mass  production 
methods.  Traditionally,  the  individual  operator  determined  the 
design  of  each  ship  based  upon  his  assessment  of  the  special  re- 
quirements of  the  ports  and  routes  in  which  the  ship  would  be 
operating.  In  contrast,  the  Maritime  Commission's  designs  were 
products  of  consultation  with  many  operating  companies  and  trade 
associations.  Opinions  and  suggestions  were  compromised  and  com- 
bined to  achieve  a standard  design  adaptable  to  a variety  of  needs. 
The  aim  was  to  reduce  overhead  and  building  costs  by  obviating 
the  need  for  every  shipyard  to  have  all  of  the  equipment  necessary 
to  fabricate  diverse  ship  components . 

To  encourage  the  development  of  cost-effective  shipyards,  the 
Commission  awarded  contracts  for  groups  of  six  identical  ships. 

This  practice  simplified  the  preparation  of  working  plans,  order- 
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ing  of  materials,  and  control  fo  construction  in  the  yard.  During 

World  War  I , ship  components  were  prefabricated  in  structural  steel 

plants  outside  the  yards  and  shipped  to  the  yards  by  rail.  The 

new  policies  of  the  Commission  allowed  shipyards  to  establish  their 

own  fabrication  plants  behind  the  ways.  Further,  an  increase  in 

the  lift  capacity  of  cranes  permitted  the  preassembly  of  more,  and 

heavier  components.  The  improvements  in  prefabrication  techniques 

were  largely  responsible  for  the  great  speed  of  production  that 
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was  achieved  during  World  War  II. 

The  shipyards  in  operation  by  the  end  of  1940  were  as  valuable 
to  the  nation  as  the  ships  that  had  been  constructed  under  the 
Maritime  Commission's  program.  The  intricate  nature  of  naval 
architecture  had  made  the  post-  World  War  I industry  slump  partic- 
ularly dangerous.  If  the  industry  was  to  survive  and  retain  a po- 
tential for  sudden  growth  to  meet  a new  emergency,  it  was  necessary 
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to  keep  the  highly  trained  naval  engineers  and  shipyard  managers 
employed. 

During  the  lean  years  from  1922  to  1938,  only  the  strongest 
shipbuilding  companies  were  able  to  stay  afloat.  They  became 
known  as  the  Big  Five: 

Newport  News,  Federal,  New  York,  Sun,  and  Bethlehem.  Be- 
cause of  their  superior  equipment,  the  high  reputation  of  their 
engineers,  the  location  of  their  yards,  and  their  corporate  banking 
affiliations,  they  were  able  to  secure  the  few  orders  for  tankers, 
ore  carriers,  and  Navy  vessels  offered  during  this  barren  period. 

In  addition  to  the  Big  Five,  two  other  shipbuilding  companies  of 
primary  importance  to  the  Navy  were  able  to  remain  active  during 
the  depths  of  the  shipbuilders'  depression.  The  Electric  Boat 
Company  built  Navy  submarines,  and  the  Bath  Iron  Works  built 
Navy  destroyers.  When  the  new  national  emergency  came,  these 
seven  companies  were  better  able  to  initiate  large  building 
programs  because  previous  orders  from  the  Commission  and  the  Navy 
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had  provided  them  with  the  necessary  facilities  and  equipment. 

The  Commission  also  encouraged  new  companies  to  enter  the 
field.  In  December  1940,  Admiral  Land  boasted  that  seven  new 
shipyards  had  been  developed  by  the  Maritime  Commission.  Three 
of  the  new  yards  were  on  the  Gulf  Coast,  and  four  were  on  the 
West  Coast.  The  Big  Five,  with  the  exception  of  Bethlehem  at 
San  Francisco,  were  all  located  in  the  northeast.  The  new 
geographic  distribution  was  desirable  both  from  the  standpoint 
of  national  defense  and  of  labor  supply. 

Neither  the  Big  Five  nor  the  new  yards  had  any  idle  ways  in 
the  fall  of  1940.  Facilities  not  used  by  the  Commission  for  its 
long-range  program  were  filled  by  the  Navy's  shipbuilding  program. 
After  years  in  which  little  new  construction  was  authorized,  a 
substantial  amount  of  Navy  building  had  been  approved  in  1934. 

Then,  in  1938,  the  Twenty-Percent  Expansion  Act  was  passed,  and 


in  June  1940,  the  Eleven-Percent  Expansion  Act  was  passed.  The 
amount  of  new  naval  construction  authorized  seemed  adequate 
until  France  fell  and  Germany  controlled  all  of  the  European 
coast  from  the  Arctic  to  Portugal.  In  an  immediate  reaction, 
the  Seventy-Percent  Expansion  Act  was  passed  in  July  1940,  in- 
creasing the  authorized  tonnage  of  the  Navy  from  1.7  million  to 
3.1  million  tons.  As  a result,  the  Navy's  program  began  to  crowd 
out  the  building  of  merchang  ships,  especially  in  the  years  of 
the  Big  Five,  which  were  better  equipped  and  had  more  trained 
personnel . 

This  early  competition  for  facilities  between  the  Maritime 
Commission  and  the  Navy  was  to  characterize  their  relations  during 
the  entire  war  period.  Various  bottlenecks  were  encountered.  At 
times  there  was  a shortage  of  qualified  labor  and  management 
personnel;  at  other  times,  there  was  a shortage  of  machinery. 

Most  frequently,  it  was  the  lack  of  steel  plates  which  held  up 
production.  Navy  yards  and  Navy  contracts  in  private  yards  provided 
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the  Maritime  Commission's  main  competition  for  essential  resources. 

There  were  four  major  waves  of  expansion  of  shipyard  facili- 
ties under  the  auspices  of  the  Commission  during  World  War  II. 
Typically,  these  expansions  were  carried  out  through  the  Big  Five 
and  the  seven  new  companies  founded  in  1940.  Existing  yards  were 
improved  and  extended,  and  new  yards  were  constructed  under  the 
management  of  these  twelve  companies.  Kaiser  was  the  only  major 
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World  War  II  builder  that  had  not  entered  into  production  by  1940. 

In  1944  and  1945,  the  shipbuilding  industry  was  subjected  to 
a new  strain  Multiple  production  of  standard  types  was  replaced  by 
a demand  for  the  construction  of  a variety  of  types  of  greater 
complexity.  These  ships  required  more  labor  per  ton  delivered, 
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and  the  lack  of  skilled  labor  became  a factor  limiting  production. 

It  is  questionable  whether  the  shipbuilding  industry  would  have 
fared  so  well  if  more  complex  ships  had  been  demanded  from  the 
onset  of  the  war. 
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Nevertheless , as  a result  of  the  impressive  wartime  ship- 
building program,  the  size  of  the  U.S.  merchant  flert  quadrupled 
between  1941  and  1945.  At  peak  production,  the  U.S.  yards  were 
operating  at  a rate  which  would  have  reproduced  the  entire  prewar 

tonnage  of  U.S.  merchant  ships  in  just  sixteen  weeks.  In  all, 
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5,777  ships  were  built. 

The  war  radically  changed  the  structure,  composition,  and 

financial  status  of  the  U.S.  maritime  industry.  Coastal  and 

intercoastal  dry-cargo  operations  were  drastically  reduced.  In 

contrast,  three  times  more  U.S.  shipping  companies  were  engaged 

in  overseas  operations  in  1946  than  in  1939.  At  the  end  of  the 

war,  these  companies  had  sufficient  liquid  capital  to  take 

advantage  of  the  government's  surplus  ship  sale  and  purchased 

seven  million  deadweight  tons  of  shipping.  Labor  also  benefited. 

Seamen's  wages  doubled  during  the  war,  and  the  seafarer's  unions 

emerged  with  sizable  financial  reserves.  The  period  that 

immediately  followed  the  war  is  still  remembered  as  the  heyday 

of  the  American  maritime  industry.  The  war  had  destroyed  the 

fleets  of  the  Axis  and  drastically  reduced  the  fleets  of  the 

Allies.  Consequently,  the  U.S.  fleet  carried  a large  portion  of 

the  world's  commerce  and  a much  larger  portion  of  U.S.  exports 

and  imports  than  it  had  carried  since  the  earliest  years  of  the 
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Republic . 

The  early  postwar  reconstruction  programs  continued  govern- 
ment involvement  in  merchant  shipping.  For  several  yeai s aftei 
the  war,  a large  percentage  of  American  exports  were  shipped  uridei 
government  sponsorship.  The  government  was  also  a majoi  er.portei 
of  ships.  Ships  not  purchased  by  United  States  citizens  were 
offered  to  foreign  nationals.  Unsold  ships  were  laid  up  in  re- 
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serve  fleets  at  eight  sites  throughout  the  country.  Although  the 
military  had  previously  operated  only  a small  number  of  transport 
vessels,  they  now  retained  a significant  number  of  ships  to 
resupply  overseas  bases  and  to  provide  a nucleus  fleet  in  the 
event  of  a future  war.®^ 

Finally,  World  War  II  had  a significant  impact  on  national 

attitudes  toward  the  maritime  industry.  The  war  demonstrated 

once  again  how  acutely  the  nation's  security  depended  upon  its 

shipping.  The  wartime  experience  was  reinforced  by  America's  new 

worldwide  responsibilities.  Official  interest  in  U.S.  merchant 

shipping  shifted  away  from  its  commercial  value  and  toward  an 

intense  concern  about  the  adequacy  of  the  U.S.  fleet  for  meeting 

defense  requirements.  Unfortunately,  this  new  orientation  was 

not  accompanied  by  a major  restructuring  of  the  nation's  maritime 
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programs . 


POST  WORLD  WAR  II 

At  the  end  of  World  War  II,  the  U.S.  flag  fleet  consisted  of 

approximately  4,5000  vessels  suitable  for  commercial  use.  These 

ships  were  operated  by  some  130  private  companies  which  had  the 

experience,  the  funds,  and,  in  most  cases,  the  desire  to  continue 

in  commercial  operation.  However,  their  future  depended  upon  a 
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market  for  their  services. 

Even  before  the  war  ended,  the  United  States  had  concluded 
that  postwar  reconstruction  could  best  be  accomplished  by  enabling 
allies  to  rebuild  their  economies  by  participating  fully  in  a 
system  of  international  exchange.  In  keeping  with  this  general 
policy,  over  one  thousand  ships  (out  of  a total  of  four  thousand 
plus)  were  sold  to  foreign  nationals  between  1946  and  1948.  U.S. 
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firms  were  thus  prevented  from  dominating  international  shipping. 


By  the  late  1940 's,  foreign  shipyards  were  once  again 
producing  vessels.  In  1951,  the  foreign  flag  fleet  showed  the 
results  of  a revitalized  shipbuilding  industry.  By  1958,  the 
U.S.  merchant  fleet  had  fewer  ships  than  it  had  in  1939.  In 
the  years  that  followed,  there  was  no  apparent  incentive  for  the 
development  of  an  economically  or  numerically  superior  fleet. 

Indeed,  there  were  discernible  differences  in  U.S.  and  foreign 
investment  patterns.  The  U.S.  flag  companies  received  the  cream 
of  the  war  surplus  ships  in  1946  and  1947  and  did  not  begin  to 
invest  in  new  equipment  until  1958.  Rather,  the  U.S.  companies 
deposited  capital  in  construction  funds  in  anticipation  of  replace- 
ment shipping  needs.  Foreign  shipping  firms  drove  capital  resources 
directly  back  into  business  by  introducing  new  vessels  as  rapidly 
as  their  finances  and  trade  permitted.  As  a result,  the  average 
cost  of  foreign  vessels  was  higher  but  the  new  vessels  could  be 
operated  at  less  expense.  Furthermore,  these  vessels  were  obtained 

at  a lower  price  than  the  U.S.  firms  were  likely  to  have  to  pay  in 
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the  future.  The  U.S.  fleet  moved  toward  obsolescence. 

Throughout  this  period,  the  character  of  U.S.  merchant  shipping 

continued  to  change.  During  the  1940 's,  domestic  shipping  interests 

declined.  Climbing  port  and  longshore  charges  reduced  the  economic 

margins  which  the  water-borne  carriers  had  previously  enjoyed.  By 

1950,  only  one  hundred  and  fifty  privately  owned  dry-cargo  and 

passenger  vessels  were  in  domestic  service  compared  to  the  four 

hundred  and  forty  in  domestic  service  before  the  war.  The  decrease 

in  domestic  shipping  enormously  increased  the  economic  importance 
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of  U.S.  overseas  maritime  operations. 

U.S.  foreign  trade  volume  was  erratic  after  World  War  II, 
although  there  was  an  overall  rising  trend  that  exceeded  even 
optimistic  predictions.  Trade  was  stimulated,  in  many  instances. 
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by  a series  of  unanticipated  crises  including  the  Korean  conflict, 

the  closing  of  the  Suez  Canal,  and  the  Vietnam  conflict.  Each 

crisis  was  followed  by  a dip  in  the  volume  of  trade  and  a 

8 6 

subsequent  decrease  in  the  demand  for  ships. 

Moreover,  each  postwar  decade  brought  with  it  some  attempt 
to  restructure  the  government's  maritime  programs.  In  1950,  the 
Maritime  Commission  was  abolished  through  a presidential  reorganiza- 
tion plan.  Two  new  agencies  were  established  in  its  place.  The 
Maritime  Administration,  which  was  placed  under  the  jurisdiction 
the  Department  of  Commerce,  was  to  administer  the  various  merchant 
marine  programs.  The  Federal  Maritime  Board  was  assigned  the 
regulatory  and  subsidy  determination  functions  of  the  former 
Commission.  However,  the  mingling  of  regulatory  and  promotional 
functions  in  the  Maritime  Board  was  found  to  be  unsatisfactory.  In 
1961,  another  presidential  reorganization  plan  abolished  the  Board, 

allocated  the  function  of  determining  subsidies  to  the  Maritime 
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Commission  to  regulate  the  industry.  Unfortunately,  these 
maneuvers  did  little  to  improve  the  economic  status  of  the  U.S. 
merchant  fleet. 

The  commercial  viability  of  the  U.S.  fleet  was  intimately  tied 

to  the  changing  world  market  conditions  of  the  postwar  decades.  An 

examination  of  the  composition  of  maritime  trade  during  this  period 

indicates  that  growth  was  concentrated  in  certain  sectors  - irregular 

and  bulk  cargo  movements.  The  authors  of  the  1936  Act  had  not 

anticipated  this  development.  In  fact,  the  significance  of  this 

phenomena  was  not  immediately  recognized  while  it  was  occurring. 

In  1966,  a well  known  analyst  of  the  shipping  industry, 

Scunuel  Lawrence,  wrote  that  the  loss  of  liner  trade  tonnage  to 

bulk  carriers  and  tramps  should  be  viewed  as  a short-term  effect  - 
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a response  to  the  crisis  of  the  moment.  Since  the  long-range 
nature  of  the  growth  trends  was  not  recognized,  there  were  no 
attempts  to  modify  U.S.  policy. 
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By  1970,  the  U.S.  merchant  fleet  ranked  fifth,  sixth,  or 
seventh  in  the  world  depending  upon  the  measurement  used.  The 
economic  dilemma  of  the  U.S.  fleet  was  manifested  in  low  returns 
on  industry  investment  and  a declining  share  of  the  world  market. 
Although  U.S.  foreign  trade  more  than  doubled  within  ten  years, 
rising  from  75  million  tons  in  1958  to  180  million  tons  in  1967, 
the  U.S.  flag  share  of  this  market  dropped  from  twenty-five  (25%) 
percent  to  eight  (8)  percent.  Clearly,  maritime  policy  needed  to 
be  examined  once  again. 

The  1970  Merchant  Marine  Act  sought  to  rectify  the  deteriora- 
ting situation  by  calling  for  the  construction  of  three  hundred 
ships  over  a ten  year  period.  However,  by  1976,  only  sixty-two 
contracts  for  ships  with  an  aggregate  contract  value  of  $3  billion 
had  been  placed  with  U.S.  shipbuilders. 
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FEDERAL  TAX  LAW  AND  FOREIGN  SHIPPING  INCOME 

INTRODUCTION 


The  impact  of  the  Federal  tax  law  on  the  shipping  operations 
of  foreign  corporations  controlled  by  U.S.  parent  corporations 
stems  primarily  from  special  tax  treatments  of  their  foreign 
shipping  income  in  particular  and  foreign  business  income  in 
general.  These  special  treatments  as  stipulated  in  respective 
statutory  provisions  confer  a privilege  of  not  paying  current 
U.S.  taxes  on  undistributed  foreign  earnings  and  profits  of  the 
controlled  foreign  corporations  and  postponing  the  tax  liabilities 
on  the  foreign-source  incomes  to  the  year  in  which  they  are  actually 
remitted  to  the  U.S.  corporate  or  individual  shareholders  as 
dividends.*  The  privilege  is  commonly  referred  to  as  tax  deferral. 
Deferral  of  tax  is  like  an  interest-free  loan  of  case  from  the 
government.  If  deferral  is  continued  over  a sufficiently  long 
period  of  time,  it  is  tantamount  to  examotion  from  tax.**  As  a 
result,  tax  deferral  creates  not  only  current  tax  savings  but  also 


In  contrast,  under  present  law  the  United  States  imposes  its 
income  tax  upon  the  worldwide  income  of  any  domestic  corpor- 
ation, whether  the  income  is  derived  from  sources  within  or 
without  the  United  States,  and  whether  the  income  is 
distributed  as  dividends  to  shareholders  or  not. 

"Where  it  is  not  anticipated  that  the  income  will  be  brought 
back  to  the  U.S.,  for  financial  accounting  purposes  (in 
accounting  for  income  of  a consolidated  group  consisting  of 
one  or  more  domestic  corporations  and  its  foreign  subsidiaries) 
this  income  in  effect  is  often  shown  as  income  exempt  from 
U.S.  Tax."  U.S.  Senate,  Finance  Committee  Report  on  the 
Tax  Reform  Act  of  1976,  p.  224. 
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financial  capabilities  and  incentives  for  reinvestments  of  the 
untaxed  earnings  abroad,  particularly  in  the  areas  of  business 
operations  for  which  the  privilege  of  tax  deferral  has  been 
affirmed  by  statutes.  Foreign  shipping  operation  is  one  of  the 
most  favored  areas. 

In  the  Federal  tax  law*  there  are  three  important  provisions 
governing  tax  deferrability  on  shipping  incomes  of  U.S.  controlled 
foreign  corporations  per  se  or  their  uses  as  essential  conditions 
for  other  tax  deferral  devices.  These  provisions  were  first 
specified  by  the  Revenue  Act  of  1962,  creating  liberal  tax  benefits, 
and  were  then  modified  and  restricted  by  subsequent  laws  enacted 
by  Congress,  especially  the  Tax  Reduction  Act  of  1975  and  the  Tax 
Reform  Act  of  1976.  It  should  be  noted  that  these  provisions  refer 
to  the  "taxhaven"  type  of  controlled  foreign  corporation.**  This 
report  will  examine  the  provisions  and  the  changes  in  them  one 
by  one.  Moreover,  there  is  another  provision  in  the  Federal  tax 
law,  which  exempts  the  incomes  of  foreign  shipping  corporations 
not  controlled  by  U.S.  interests  from  U.S.  income  taxation.  Since 
the  United  States  is  an  important  trading  partner  in  world  trade, 
such  exemption  undoubtedly  has  provided  a strong  stimulus  for 
expansion  of  operations  by  foreign  shipping  companies  in  the  past. 


Generally  referred  as  the  Internal  Revenue  Code  of  1954, 
i.e.,  the  Revenue  Act  of  1954  as  amended  by  the  Revenue 
Act  of  1962,  Tax  Reform  Act  of  1969,  Tax  Reduction  of  1975 
Tax  Adjustment  Act  of  1975  and  Tax  Reform  Act  of  1976. 
Tax-haven  activities  are  generally  those  in  which  a base 
company  syphons  income  from  a related  company  into  a juris 
diction  which  imposes  little  or  no  tax  on  that  income. 


BACKGROUND 


Before  each  of  the  specific  provisions  concerning  foreign 
shipping  income  is  discussed,  perhaps  a background  sketch  on  the 
complicated  subject  of  taxation  of  foreign  business  income  is  in 
order.  It  is  believed  that  against  this  general  background  the 
favored  status  of  foreign  shipping  income  will  emerge  clearly. 

Prior  to  1962,  the  foreign-source  income  earned  by  foreign 
subsidiaries  of  U.S.  corporations  was  subject  to  U.S.  income  tax 
only  when  it  was  "repatriated"  through  the  payment  of  dividends 
to  the  parent  corporations.  Tax  deferral  on  the  undistributed 
portion  of  such  foreign-source  income  was  allowed  without  any 
qualification.  To  avoid  double  taxation,  the  parent  was  allowed 
a credit  against  the  U.S.  tax  for  any  tax  paid  on  the  dividends  to 
a foreign  government.  Income  of  foreign  branches  was  (and  still 
is)  included  in  the  taxable  income  of  the  parent,  but  credit  was 
olso  allowed  for  any  foreign  tax  paid  on  this  income. 

The  deferment  of  tax  on  income  of  foreign  subsidiaries  was 
at  one  time  considered  to  be  a desirable  feature  of  the  tax  system 
because  it  encouraged  foreign  investment  by  U.S... firms.  Attitudes 
toward  this  policy  changed  in  the  1950 's  and  early  1960 's  as  a re- 
sult of  two  developments.  First,  the  United  States  encountered 
a serious  balance  of  payment  problem,  which  was  aggravated  by 
private  capital  outflows.  Second,  the  deferral  privilege  was 
widely  used  as  a method  of  tax  avoidance.  This  was  done  by 
establishing  "tax-haven"  subsidiaries  in  a country  with  little  or 
no  tax  on  foreign  income  and  using  these  subsidiaries  as  base 
companies  were  making  ample  use  of  them.  As  a result,  a number  of 
American-owned  companies  were  organized  technically  as  foreign 
shipping  corporations  with  vessels  registered  under  the  "flag  of 
convenience" . 

To  deal  with  both  problems  mentioned  above,  President  Kennedy 
in  1961  recommended  the  elimination  of  tax  deferral  on  earnings 
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of  U.S. -owned  foreign  subsidiaries,  except  for  those  in  under- 
developed c'^’  ''tries . However,  the  business  community  launched  a 
successful  Campaign  to  convince  Congress  that  complete  elimination 
of  deferral  was  too  extreme.  Congress  agreed,  but  was  annoyed  by 
the  factual  evidence  that  some  foreign  subsidiaries  were  able  to 
avoid  paying  taxes  in  any  country  through  the  use  of  tax  havens. 

In  the  end,  the  Revenue  Act  of  1962  contained  new  methods  of 
dealing  specifically  with  tax  havens  for  business  operations  in 
developed  countries,  but  left  the  basic  deferral  provisions  un- 
changed. It  singled  out  certain  tax  avoidance  transactions  of 
tax-haven  corporations  for  inclusion  in  the  taxable  income  of  the 
parent  corporation  in  the  year  in  which  income  was  earned.  The 
technique  used  was  to  add  the  so  called  subpart  F provisions  to 
the  Internal  Revenue  Code  of  1954.  Under  these  provisions  income 
from  so-called  tax-haven  activities  conducted  by  foreign  corporations 
controlled*  by  U.S.  shareholders**  is  deemed  to  be  distributed  to 
the  U.S.  shareholders  and  currently  taxed  to  them  before  they 
actually  receive  the  income  in  the  form  of  a dividend.  Subpart  F 
of  the  Code  treats  as  a constructive  distribution  subject  to 
current  tax  the  undistributed  income  from  tax-haven  activities 
conducted  by  a controlled  foreign  corporation.  Major  exclusions 
or  exceptions  to  the  coverage  of  subpart  F income  were  also 
stipulated  in  the  Revenue  Act  of  1962,  which  defined  in  an  indirect 
way  as  to  what  constitute  non-tax-haven  activities.  These  ex- 
ceptions permit  the  continuation  of  tax  deferral  on  several  types 
of  business  income  earned  by  controlled  foreign  corporations. 

Foreign  shipping  income  is  one  of  the  favored  types,  and  the 
statutory  treatments  concerning  its  favored  status  are  given  below. 


A controlled  foreign  corporation  is  one  in  which  more  than 
50%  of  the  voting  interest  is  owned  by  U.S.  shareholders  on 
any  day  in  the  corporate  tax  year.  (Code  Sec.  957) 

A U.S.  shareholder  is  a U.S.  person,  corporate  or  individual, 
who  owns  10%  or  more  of  a foreign  corporation's  voting 
interest.  (Code  Sec.  951). 
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SPECIFIC  PROVISIONS  CONCERNING  FOREIGN  SHIPPING  INCOME 

1.  Exemption  from  current  income  taxation 

Up  to  the  end  of  197b,  Section  954(b)  of  the  Internal 
Revenue  Code  provided:  "Exclusion  of  Certain  Shipping  Income-- 
For  purposes  of  subsection  (a)  foreign  base  company  income*  does 
not  include  income  derived  from,  or  in  connection  with,  the  use 
(or  hiring  or  leasing  for  use)  of  any  aircraft  or  vessel  in 
foreign  commerce,  or  the  performance  of  services  related  to  the 
use  of  any  such  aircraft  or  vessel."** 

By  virtue  of  the  preceding  provision,  Congress  formally 
reaffirmed  the  tax  deferral  privilege  on  undistributed  foreign 
shipping  income  of  controlled  foreign  coiporations . Consequently, 
in  spite  of  the  overall  objective  of  eliminating  well-known  tax 
avoidance  schemes,  the  Revenue  Act  of  1962  did  not  slow  down  but 
encouraged  continuous  expansion  of  shipping  operations  of  American 
subsidiaries.  It  made  foreign  shipping  operations  more  attractive 
in  comparison  with  other  foreign  business  activities  as  far  as  un- 
challenged tax  deferrabili ty  was  concerned.  This  tax  deferral 
privilege  remained  unqualified  and  intact  until  1976. 

The  Tax  Reduction  Act  of  1975,  however,  modifies  the  provision 
cited  above  by  changing  the  title  of  the  subsection  to  "Exclusion 
for  Reinvested  Shipping  Income"  and  limiting  the  amount  of  exclusion 
"to  the  extent  that  the  amount  of  such  income  does  not  exceed  the 
increase  for  the  taxable  year  in  qualified  investments  in  foreign 
base  company  shipping  operations  of  the  controlled  foreign 
corporation"***  The  term  "qualified  investments  in  foreign  base 


* A major  component  of  the  so-called  subpart  F income,  which 
includes  foreign  personal  holding  company  income,  forei^ 
base  company  sales  income  and  foreign  base  company  services 
income.  (Code  Sec.  954.) 

**  Commerce  Clearing  House,  Internal  Revenue  Code,  1972  edition. 

***  Commerce  Clearing  House,  Internal  Revenue  Code,  1977  edition. 
Sect.  954. 


125- 


company  shipping  operations"  means  investments  in  any  aircraft 
or  vessel  used  in  foreign  commerce,  and  other  assets  which 
are  used  in  connection  with  the  performance  of  services  directly 
related  to  the  use  of  such  aircraft  or  vessel.  As  a result, 
there  will  no  longer  be  deferment  of  taxation  on  shipping  income 
received  by  controlled  foreign  corporations  of  the  tax-haven 
type  unless  the  undistributed  profits  are  earnings  are  reinvested 
in  assets  for  shipping  operations. 

This  new  restriction  of  tax  deferral  privilege  as  imposed  by 
the  1975  Act  may  be  viewed  as  a disincentive  for  expansion  of 
foreign  shipping  operations  by  American  subsidiaries  over  the 
long  term  as  compared  with  the  tax  environment  existed  in  the 
past.  In  the  short  run,  however,  it  may  even  tend  to  stimulate 
current  reinvestment  of  undistributed  earnings  in  shipping  opera- 
tions, because  otherwise  the  parent  corporation  would  incur  an 
immediate  tax  liability  of  those  earnings  in  the  current  tax 
year. 

In  addition,  the  Tax  Reform  Act  of  1976  adds  another  provi- 
sion to  the  Code  as  follows:  "Income  of  a corporation  which  is 

foreign  base  company  shipping  income chall  be  excluded  from 

foreign  company  base  income  if  derived  by  a controlled  foreign 
corporation  from,  or  in  connection  with,  the  use  (or  hiring  or 
leasing  for  use  of  an  aircraft  or  vessel  in  foreign  commerce 
between  two  points  within  the  foreign  country  in  which  such 
corporation  is  created  or  organized  and  such  aircraft  or  vessel 
is  registered."*  Since  shipping  operations  conducted  by  a 
controlled  foreign  corporation  within  a country  of  its  vessel 


* 


Commerce  Clearing  House,  International  Revenue  Code,  1977 
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registration  are  generally  limited  in  scope  and  constitute  only 
a small  fraction  of  its  worldwide  operations,  this  new  exclusion 
privilege  is  not  regarded  as  a significant  tax  deferral  advantage.* 

2.  As  a qualifying  condition  to  obtain  ovexall  tax  deferral 
privilege . 

Under  the  Federal  tax  law,  a U.S.  parent  corporation  not  only 
derives  tax  deferral  benefits  on  its  controlled  foreign  corpora- 
tion's shipping  income  as  explained  above,  but  is  also  in  a 
position  to  use  such  shipping  income  to  shelter  other  undistributed 
earnings  of  its  foreign  subsidiaries  from  current  taxation  if  a 
certain  condition  is  met.  This  condition  was  formerly  known  as 
the  "70-30"  provision,  whereby  if  70  percent  of  a controlled  foreign 
corporation's  gross  income  could  be  classified  as  "excluded" 
subpart  F income,  that  qualification  automatically  excluded  the 
other  30  percent**  Such  a corporation  would  arrange  to  acquire 
and  operate  ships  which,  by  nature  of  shipping  operations,  generate 
a sufficient  amount  of  gross  income  -to  establish  the  requisite 
70  percent  for  tax  deferral  of  its  other  undistributed  foreign 
business  incomes  and  earnings.  The  Internal  Revenue  Service  has 
restated  the  special  rule  by  issuing  a Revenue  Ruling  as  follows: 
"Shipping  income  excludible  from  foreign  base  company  income  under 


The  Senate  staff  estimated  that  this  feature  would  provide 
about  $4  million  current  tax  savings  to  the  American  parent 
corporations.  (U.S.  Senate,  Finance  Committee  Report  on  the 
Tax  Reform  Act  of  1976.) 

Commerce  Clearing  House,  Internal  Revenue  Code,  1972  edition. 
Sec.  954  (b)(3);  "(A)  If  the  foreign  base  company  income 

(determined  without  regard  to  paragraphs  (1)  and  (5)  is  less 
than  30  percent  of  gross  income,  no  part  of  gross  income  of 
the  taxable  year  shall  be  treated  as  foreign  base  company 
income . " 
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section  954  (b)(2)  of  the  code  is  includible  in  gross  income  in 
applying  the  percentage  tests  of  section  954  (b)(3);  gross  income 
from  shipping  includes  gross  receipts  without  reduction  for 
costs  and  expenses  attributable  thereto "* 

The  Tax  Reduction  Act  of  1975  amended  Code  section  954  (b) 

(3)  on  percentage  tests  mentioned  above,  by  substituting  a figure 
of  "10  percent"  for  the  original  "30  percent".**  Thus,  now  it 
takes  an  exempt  shipping  gross  income  amounting  to  90  percent  of 
a controlled  foreign  corporation's  total  gross  income  to  secure 
tax  deferral  on  the  remaining  10  percent.  Coupled  with  the 
tightening  of  statutory  definition  of  exempt  foreign  shipping 
income  to  the  extent  of  reinvestment,  now  the  opportunity  for 
using  foreign  shipping  income  as  a qualifying  condition  to  shel- 
ter other  undistributed  foreign  business  incomes  from  current 
taxation  is  obviously  more  limited  than  before. 

3.  As  a qualifying  conditions  for  tax-favored  less  developed 
country  corporation. 

Since  World  War  II,  it  has  been  a basic  objective  of  U.S. 
national  policy  to  encourage  economic  development  in  foreign 
countries,  as  evidenced  by  our  extensive  foreign-aid  programs. 
Private  investment  abroad  may  to  some  extent  take  the  place  of 
direct  outlays  of  public  funds.  Consequently,  statutes  have  been 
enacted  to  provide  incentive  for  foreign  investments.  With 
economic  recovery  in  Western  Europe  and  other  industrial  areas  of 
the  world,  focus  of  the  economic  development  policy  has  been  shifted 


Internal  Revenue  Service,  Revenue  Ruling  71-369. 
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to  concentrate  on  the  so-called  "less  developed  countires" 

(LCD).  For  purposes  of  the  Federal  tax  law,  a LCD  is  any  foreign 
country  (other  than  twenty-one  developed  countries  enumerated 
by  Congress  and  an  area  within  the  Sino-Soviet  bloc)  or  any  possess- 
ion of  the  United  States  designated  by  a Presidential  Executive 
Order  at  the  beginning  of  a taxable  year.* 

A parent  corporation  of  a LDG  corporation  was  granted  the 
privilege  of  tax  deferral  on  its  earnings  and  the  privilege  of 
applying  low-tax  capital  gain  treatment  on  all  previously  untaxed 
gains  and  profits  realized  on  sales  of  LDC  investments  if  the 
investments  were  held  for  ten  years  or  more.**  Normally,  for 
a U.S.  controlled  foreign  corporation  to  qualify  as  LCD  corpor- 
ation it  would  have  to  establish  a business  within  a LCD,  and  at 
least  JO  percent  of  the  corporation's  assets  and  activities  as 
evidenced  by  gross  income  would  have  to  be  placed  and  occur  within 
that  LCD.  But,  in  the  case  of  a shipping  firm,  the  company's 
only  presence  in  a LCD  (e.g.  Panama  or  Liberia)  may  be  just  the 
registration  papers  of  its  vessels.  Its  worldwide  shipping  in- 
come and  assets  could  be  used  to  meet  the  80  percent  requirement 
of  a LCD  corporation  for  tax  saving  purposes.  Before  1976,  the 
Code  provided:  "For  purposes  of  this  subpart,  the  term  "less 
developed  country  corporation"  also  means  a foreign  corporation — 

(A)  80  percent  or  more  of  the  gross  income  of  which  for  the 
taxable  year  consists  of — 

(i)  gross  income  derived  from,  or  in  connection  with,  the  using 
(or  hiring  or  leasing  for  leasing  for  use)  in  foreign  commerce  of 
aircraft  or  vessels  registered  under  the  laws  of  a less  developed 


A 

** 


Internal  Revenue  Code,  1972  edition,  Sec.  955  (c)(3). 
Internal  Revenue  Code,  1972  edition.  Sec.  955 
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country,  or  from,  or  in  connection  with,  the  performance  of 
services  directly  related  to  use  of  such  aircraft  or  vessels, 
or  from  the  sale  or  exchange  of  such  aircraft  or  vessels,  and..."* 

The  Tax  Reduction  of  1975,  however,  has  removed  most  of  the 
tax  advantages  previously  conferred  on  LCD  corporations,  thus 
ending  period  of  establishing  shipping  companie'-.  under  the  guise 
of  LDC  corporations  for  tax  purposes. 

4.  Exemption  of  shipping  earnings  of  foreign  corporations  from 
U.S.  income  taxation. 

The  Federal  tax  law  exempts  shipping  income  of  foreign  corp- 
orations which  are  not  controlled  by  U.S.  interests,  entirely 
from  U.S.  income  taxation  as  indicated  by  the  following  statutory 
provision: 

"The  following  items  shall  not  be  included  in  gross  income  of  a 
foreign  corporation,  and  shall  be  exempt  from  taxation  under  this 
subtitle:  (1)  Ships  under  foreign  f lags--Earnings  derived  from 

the  operations  of  a ship  or  ships  documented  under  the  laws  of  a 
foreign  country  which  grants  an  equivalent  exemption  to  citizens 
of  the  United  States  and  to  corporations  organized  in  the  United 
States . "** 

Normally,  when  other  kinds  of  foreign  corporations  (e.g.  banks 
and  insurance  companies)  do  part  of  their  business  in  the  United 
States,  they  must  pay  U.S.  taxes  on  that  part  of  their  profits. 

Yet  foreign  shipping  companies,  which  in  the  course  of  shipping 
operations  put  their  vessels  in  American  ports,  are  exempted  from 
the  general  rule.  Owing  to  the  enormous  volumes  of  U.S.  foreign 
trade,  such  an  exemption  has  undoubtedly  provided  a strong  impetus 


Commerce  Clearing  House,  Internal  Revenue  Code,  1972  edition. 
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for  development  and  expansion  of  foreign  shipping  companies  since 
World  War  II.*  The  growth  of  foreign  shipping,  in  turn,  has 
generated  strong  demands  for  ship-building  activities  in  foreign 
shipyards  in  the  postwar  period. 

OTHER  TAX  DEFERRAL  OPPORTUNITIES 


Up  to  1976,  with  or  without  benefits  relating  to  excluded 
shipping  income,  a controlled  foreign  corporation's  undistributed 
earnings  and  profits  would  not  be  taxed  to  its  U.S.  corporate 
shareholders  if  certain  minimum  distribution  of  earnings  and  pro- 
fits were  made  by  the  controlled  foreign  corporations.  These 
minimum  distribution  requirements  varied,  depending  upon  the 
foreign  tax  rate  applicable  to  the  controlled  foreign  corporation.** 
In  general,  if  the  effective  rate  of  taxes  paid  to  foreign  countries 
were  high,  little  or  a low  percentage  distribution  of  earnings 
and  profits  would  be  required  for  retaining  the  tax  deferral 
privilege  on  the  undistributed  portion  of  profits,  and  vice  versa.*** 
It  appears  that  applying  the  "minimum  distribution"  exception  as 
an  escape  hatch  was  vastly  easier  for  the  giant  multinational 
corporations,  having  operations  in  both  high- tax  and  low- tax 
countries,  than  it  was  for  the  so-called  "tax-haven"  corporations, 
relying  on  the  low-tax  characteristics  of  their  case  countries. 

Making  use  of  the  "minimum  distribution"  exception,  the  large 
multinational  corporations,  particularly  the  oil  companies,  were 
edale  to  retain  large  untaxed,  undistributed  profits  for  reinvest- 
ments abroad,  including  those  in  shipping  needs  own  their  own 
fleets,  carrying  the  "flags  of  convenience"  of  Panama  or  Liberia. 


* "Description  of  Shipping  Billionaires",  Forbes,  Aug.  1,  1970 
pp.  20-23 

**  Internal  Revenue  Code,  1972  edition,  Sec.  963. 

***  Internal  Revenue  Code,  1972  edition,  Sec,  963. 
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The  Tax  Reduction  of  1975  closed  the  "minimum  distribution" 
escape  hatch.  Technically,  it  repealed  and  deleted  Section  963 
among  the  subpart  F income  rules  from  the  Internal  Revenue  Code. 

Finally,  there  is  a provision  in  the  Federal  tax  law  that 
permits  administrative  determination  of  tax  deferral  status  of 
foreign  base  company  income.  Under  this  provision,  if  it  is 
established  to  the  satisfaction  of  the  Secretary  of  Treasury  or 
his  delegate  that  the  controlled  foreign  coiporation,  or  the 
transaction  through  which  foreign  income  is  derived,  does  not 
have  a substantial  reduction  of  income  tax  as  one  of  its  signi- 
ficant purposes,  such  income  will  not  be  included  in  its  foreign 
base  company  income  subject  to  current  taxation.*  To  secure  this 
tax  deferral  privilege,  an  application  for  ruling  by  the  Internal 
Revenue  Service  as  the  delegate  of  the  Secretary  is  needed. 

SUMMARY 


Available  evidence  indicates  that  U.S.  corporations  do  in 
fact  use  the  tax  deferral  privilege,  together  with  judicious 
selection  of  the  local  tax  site  and  appropriate  manipulation  of 
subsidiary  versus  branch  status,  to  reduce  their  total  tax  rate 
considerably.  The  International  Tax  Staff  of  Treasury  Department 
has  calculated  that  in  1972  U.S.  tax  collections  on  multinational 
corporations  with  controlled  foreign  subsidiaries  could  have  in- 
creased by  more  than  30  percent  if  the  privilege  of  tax  deferral 
had  been  eliminated.**  Viewed  in  another  way,  the  average  after- 
tax foreign  earnings  of  U.S.  corporations  would  have  been  4 
percentage  points  lower  without  the  deferral.  While  this  may  seem 
at  first  glance  to  be  only  a modest  tax  savings,  it  should  be  noted 
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G.  Hufbauer,  "A  Guide  to  Law  and  Policy",  in  U.S.  Taxation 
of  Theoretical  American  Business  Abroad,  American  Enter- 
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that  a small  change  in  tax  liability  can  imply  a substantial 
change  in  the  rate  of  return  on  invested  capital  in  a heavily 
leveraged  firm.  Also,  a decidedly  favorable  change  in  the  after 
tax  rate  of  return  is  highly  significant  for  allocating  internal 
cash  flow  or  attracting  new  capital  for  foreign  investments. 

In  short,  deferral  for  foreign  income  creates  an  implicit 
tax  advantage  for  foreign  investment  not  enjoyed  by  domestic 
investment.  Under  deferral,  the  tax  law  basically  encourages 
not  only  retainment  of  foreign  earnings  abroad  but  also  a signifi- 
cant outflow  of  capital  from  the  United  States.  Similarly,  the 
tax  incentives  provided  under  deferral  for  foreign  shipping  income 
are  contributive  to  the  enormous  expansion  of  the  U.S.  controlled 
subsidiaries'  shipping  operations.  As  a result,  they  are  also 
prejudicial  to  investment  in  the  shipbuilding  industry  within 
the  United  States.  While  the  deferral  privilege  applicable  to 
controlled  foreign  corporations  has  been  further  limited  by  the 
revenue  laws  enacted  in  1975  and  1976,  the  historical  trends 
cannot  be  easily  reversed,  especially  in  view  of  the  existing 
provision  that  such  corporations  with  foreign  shipping  income 
still  can  enjoy  tax  deferral  on  such  income  if  it  is  reinvested 
in  assets  for  shipping  operations. 
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